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MOBILIZING INDUSTRY FOR WAR 


BY H. k. RUTHERFORD 


N these days of international tension 
and mistrust, when major war 
which might involve us seems to 
always just around the corner, there 
developed in the United States a 
nounced popular feeling that our 
ion should be made so secure that 

rm aggression will be an impossi- 

[he resulting discussion may, in 
crystallize a policy of national 
nse—something we have never yet 
had in our history. A strong navy, 
juate to delay attack on this conti- 
nt until land defenses can be or- 
zed, an air force able to forestall 
ur attack which might not await 
formality of a declaration of war, 
1a small mobile army, well equipped 
the paraphernalia of mechanized 
irlare, appear to be the minimum 
ecifications for military preparedness. 
Possible involvement in the defense of 
entire western hemisphere compli- 
cates the situation and lends even 
mger support to the necessity for 


tainment of the minimum specifica- 


tions. Congress has recognized the 





possibilities of the situation and has 
been liberal in providing authority 
and funds to make our armed forces 
effective. 

Let us be clear in our terminology. 
The war which we imagine as possible 
is one of major proportions, involving 
a maximum defensive effort. No specific 
enemy is visualized, but rather a com- 
bination of hostile forces which present 
world conditions might bring against 
us. Through readiness to meet such a 
maximum threat, we shall most proba- 
bly avoid the necessity for so doing. If 
we have prepared for a maximum effort, 
any lesser threat will be easily guarded 
against. 


Importance of Munitions Power 

The purely military features of na- 
tional preparedness are easily under- 
stood, but a major conflict today, as 
never before, struggle of 
entire populations in which economic 


means a 


warfare is almost as important as that 
in the field. Its hardships, direct and 
indirect, reach deep into the everyday 
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} { ! 
ite Oo the 


belligerents. A considerable 
degree of regimentation must be ex- 
pected, for modern war between first- 


class powers Can be 


won only by 
coordinating man power and economic 
power in support of the one objective. ¢ yf 
ous factors involved in this coordi- 
nation, provision of munitions is per- 
important, since it Is 


recognized that the time 


haps the most 

1] 
penerally 
required to produce military equipment 
prove the limiting 


is most likely to 


factor in the effectiveness of military 

It is not necessary to look very far 
into the past to understand the effects 
of munitions power. The victory of the 
Allies in the World War was largely 
the crushing effect of huge 
quantities of Russia 


had collapsed for lack of the tools of 


( aused by 


munitions, after 


war, and the promise that still greater 


quantities would be available in the 


i 

near future. The winners of every war 
since that time have built their success 
on munitions supply. And one need 
refer only to the influences brought to 


Munich 


among them was the factor 


bear if to appreciate how 
Import int 
of munitions preparedness 

The employment of our own indus- 
trial resources in the World War was 


unplanned and therefore involved much 


improvisation. In the 18 months of 
war the system became better organized 
and more adequate, until the Armistice 
found an intricate organization thor- 
oughly contributive to all war activities. 
however, a 


| his organization Was, 


promise for a tremendous munitions 
supply in 1919 rather than a reality in 
1918, for our troops fought throughout 
the war with foreign armament. The 
slow progress in developing munitions 
power was no surprise to the initiated. 
The bulk of supplies used by the armed 
produced aiter war 


forces must he 


begins, for the reason that no nation 
can afford to keep on hand a fil] 
reserve for a major war. 

The munitions load must of necessity 
be borne almost entirely by privat 
industry. However, there is no muni- 
tions industry worthy of the name in 
existence to which the government can 
turn for immediate production. Ow 
people have never favored huge peace- 
time plants of the European pattern. 
Government ownership of an adequat 
munitions industry is out of the question 
because of cost and for other reasons. 
While it is true that we have govern- 
ment arsenals, these establishments ha 
than 10% of the 
requirements in a major war, and there 


capacity for less 


appears no present intention of expand- 
ing these plants in any marked degre 
Aside 
operated 
and other facilities, where private 
dustry does not exist or is inadequat 


from government created and 


ammunition loading plant 


war industry must evolve from « 
version of private industry. This is a 
well-crystallized American policy whi 
capitalizes the adaptability of our in- 
dustrial hence the im 
tance of plans for industrial mobilizati 

A munitions program requires mu 
time for its development, and time | 
vital element in war. Consequently 


structure 


is not surprising that a major less 
drawn by all nations from World Wa: 
experience was that plans for the ne» 
war must reduce the time necessary 
obtain munitions production after 
war begins. Since, however, this coun- 
try is the fortunate possessor of remark- 
able economic resources, and is strong 
in all the essentials of defense excep! 
organization to meet national miulitat 
needs, the problem here is largely o1 
of integrating these resources into 
machine contributive to one purpose 
winning the war. The saving of tin 
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‘Il be a natural concomitant if every 
‘nt contributing to the war program 
ws what it is expected to do and is 
onably well prepared to carry out 


var mission. 
Industrial Mobilization Plan 


lhe problem of how best to integrate 
r industrial strength has been studied 
the War Department for some 17 


with the hearty cooperation of 


fied individuals and organizations 
civil life. Gradually there has 
‘d a joint Army and Navy Indus- 
| Mobilization Plan. There is nothing 
t about this plan; it has been pub- 
| as a government document. 
objectives of a plan for industrial 
ization may be briefly stated. It 
first eliminate delays in the pro- 
ment of munitions to support the 
| forces. It must also conserve our 
nal assets and direct them into 
ial channels, and distribute the 
id on industry equitably so as 
id as far as possible industrial 
stion, transportation difficulties, 
ent use of resources, price disturb- 
ind unnecessary postwar disloca- 
Government purchases, resulting 
mpetition among government buy- 
must be avoided. ‘The plan must 
fore prearrange the utilization of 
ese elements so that the nation- 
ources can be most effectively 
ved. 

[n its essentials, the plan involves two 
n but closely related divisions: (1) 
urement planning by the Army 
Navy to insure the timely supply 

munitions for the armed forces, and 
preparation for the mobilization 
control of all necessary economic 
urces in support of the national war 

The Army and Navy are re- 
ible by law for the first, while 


} emporary administrations under the 











President are proposed to carry out 
the economic control measures visual- 
ized under the second heading. 


Procurement Planning 


Procurement planning involves the 
steps necessary to procure munitions 
when and where needed in accordance 
with the computed requirements of 
the military services. It requires, first, 
the designing of the equipment and the 
preparation of data necessary for its 
production in war time. Since private 
industry will be called upon for this 
production, the designs must be in 
accord with commercial manufacturing 
processes as far as practicable. In 
determining where the materials can 
be produced, contact with industry 
through field agencies is necessary so 
that maximum prearrangement can 
be worked out with specific plants 
scheduled for munitions manufacture. 
There are 49 of these field agencies in 
the War Department scattered among 
the large industrial areas, and in the 
past 17 years over 20,000 plants have 
been surveyed by them, of which some 
10,000 have been found suitable for 
war production. This practical field 
work has as its objective the early 
production of munitions through ad- 
vance preparation of special aids to 
manufacture, methods of plant con- 
version, study of production problems, 
and various other requirements inci- 
dent to quantity manufacture. 

Other elements of procurement plan- 
ning are the coordination of Army and 
Navy needs and the division of the 
available facilities between the two 
military services where the combined 
load may be greater than capacity. 
The plans also take into account the 
reservation of industrial capacity for 
essential civilian needs. The training 
of specialized procurement personnel 
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for war service is also an objective of 
procurement planning, especially as 
regards the thousands of inspectors who 
would be needed to pass upon the 
munitions offered by manufacturers. 

It may be said in summary, therefore, 
that planning for war procurement of 
munitions involves preparations to elim- 
inate all anticipated causes of delay in 
production to the extent to which it 
may be practicable to do so in peace. 
The progress made in this activity by the 
War Department is most gratifying. 
The designs of all important items of 
equipment except aircraft have been 
largely decided upon, limited quanti- 
ties have been manufactured, and prep- 
arations for quantity production made. 
Improved designs, whether in aircraft 
or other items, can be put into produc- 
tion as they become available. Require- 
ments have been computed for all 
items; sources of production have been 
found for all problem materials, and 
many of these plants are rapidly becom- 
ing familiar with the manufacturing 
technique involved, although much still 
remains to be accomplished in this 
direction. 


Educational Orders 

In preparing plans for war procure- 
ment, it has been found possible to 
obtain some degree of prearrangement 
of private plants for munitions pro- 
study of the 
convert them 
resources 


duction by a simple 
measures necessary to 
from peace activities. The 
available to the War Department in the 
past have made this the only method 
available. The Department, however, 
urged for many years that these studies 
be tested by small production orders 
involving a careful engineering study 
of manufacturing problems, and the 
preparation of plant layout, tools, and 
special equipment, to prove the efficacy 


of the preliminary work. These are 
called ‘‘educational orders.” 

Congress gave legislative form to this 
need in the Act of June 16, 1938, the 
culmination of many attempts on the 
part of the War Department to make 
its industrial plans more effective. The 
objectives of this act are simple. The 
Secretary of War is authorized to select 
qualified commercial manufacturers and 
give them small contracts for noncom- 
mercial items of munitions such as guns 
and ammunition, so that these manu- 
facturers will be reasonably familiar 
with the problems involved in manu- 
facturing these articles in time of war. 
The completion of the engineering 
study preparatory to quantity produc- 
tion is a primary requirement in these 
contracts. Educational orders are in- 
tended only for articles having no 
counterpart in commercial production; 
obviously the thousands of commercial 
products needed by the military forces 
can therefore not be considered in that 
program. ‘The present authorization ot! 
funds under this act is $42,500,000, the 
bulk of which probably will be spent in 
the next two years. Six orders, involving 
expenditures of $2,000,000, have already 


been placed as a modest beginning of 


this program. In the next two years, 
it is expected that approximately 60 
critical military articles will be con- 
tracted for with some 275 private 
plants. 

Regardless of the efficacy of educa- 
tional orders, however, or any other 
measures of planning, the fact remains 
that reserves of munitions-in-being have 
highest priority in national defense. 
Effective plans for mobilizing industry 


for production after M-day will, of 


course, shorten the period for whic! 
reserve stocks must be maintained an 
thus reduce the reserve needed. But 
under the most favorable circumstances 
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nany months must elapse before quanti- 
production can be obtained, during 
ich time the armed forces must 
live on their reserves. Congress has 
recognized this situation by making 
:vailable for 1940 and 1941 appropria- 
tions of over $110,000,000 dollars for 
reserves of supplies other than aircraft. 
This appropriation is expected to equip 
our initial protective force of 400,000 
n with all essential materials. 


ty 


Economie Mobilization 
There remains to be_ considered, 
wever, the still broader problem of 
economic mobilization, that is, the 


version of a national peace economy 
national war economy, when and 
The solution of this problem 
laid upon the Assistant 
Secretary of War, a civilian, although 
in the case of the present incumbent, the 
Honorable Louis Johnson, military serv- 


necessary. 


law 1S 


has been combined with broad 
usiness experience. The Navy, of 
course, is equally interested with the 


Army in this problem and collaborates 
solution. Those responsible for 
the plan of economic mobilization have 
ept constantly in mind the thought of 
great exponent of democracy, the 
War President, Woodrow Wilson. As 
he once expressed it, “The highest and 
best form of efficiency is the spontane- 
lus cooperation of a free people.”’ ‘This 
ull the American answer to the 
reat of totalitarian war. 
lhe philosophy of economic control 


In 1ts 


is expressed in the words of the plan as 


blished in 1936: 


[wo great forces are at the disposal of the 


Federal Government in war for exercising 


+} 


ie necessary controls. The first of these 


embraces the war powers of the Federal 


Gor 


vernment; the second is the force of 
iblic opinion. Owing to the fact that in 


this country war is declared only in response 
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to a very definite expression of popular will, 
there exists from the beginning of an 
emergency a unified and intensive public 
opinion, which, properly directed under 
a popular leader, will make effective any 
reasonable, practical, and efficient plan that 
may be adopted. 

The reasonable propositions advanced 
in the paragraph just quoted will be 
made effective under the plan by 
several specific methods. Perhaps the 
important of these is that of 
priority, a powerful control if judi- 
ciously used. This power is designed to 
direct the flow of materials and services 
into the channels of the war-making 
agencies and by the same token to 
divert resources from nonessential needs. 
It will likewise assure an equitable 
distribution to meet requirements of the 
civil population, but will, of course, be 
necessary only when shortages develop. 

Price control probably will be neces- 
sary in the interest of reducing the cost 
of war and avoiding discontent from 
rises in the cost of living, but will be an 
involved difficult activity. What 
prices are to be controlled and the 
methods to be utilized are problems now 
receiving competent attention. ‘The 
study has not yet been completed, but 
eventually it will be made public as a 
matter of general interest. An emer- 
gency agency is proposed to meet this 


most 


and 


problem in war, and its success will 
largely depend on the knowledge and 
sound judgment of those who will be 
asked to compose its organization. 

The power to commandeer is another 
form of control which is already written 
Section 120 of the 
This 


operating 


into the law as 
National Defense Act. 
involves taking over and 
the plant concerned if, in an emergency, 
the management is unwilling to accept 
an obligatory war order assigned to it 
by the government. Commandeering, 


pt ywer 
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however, would be the last resort after 
all efforts to secure cooperation had 
been unavailing. Obligatory orders as 
now authorized for an emergency would 
of course take precedence over private 
commitments and thereby protect the 
manufacturer from civil suits for breach 
ol contract. 

‘The control of foreign trade, taking 
the form of licensing of exports and 
imports and trade agreements with 
neutrals, may again be necessary as in 
the World War. An important phase 
of this activity would be the economic 
isolation of the enemy by use of our 
financial power to preémpt supplies 
in neutral countries. 

It is also anticipated that government 
corporations may be formed to take 
business war risks not reasonable to 
expect of War 
credits to industry, ship building, power 
development, and war risk insurance 


private corporations. 


are among the activities envisioned for 
these corporations. 

To carry out these control functions, 
an organization has been proposed 
which involves creation of temporary 
civilian agencies under the President, 
to be demobilized at the end of the 
emergency. While the regular cabinet 
departments and independent agencies 
may, as far as their authority permits, 
be used to assist these temporary 
agencies, it is believed that the regular 
departments are not adapted to such 
duties and should not be reorganized 
or expanded for that purpose. The 
proposed controls should not be exer- 
cised in time of peace, nor would the 
possible perpetuation of a _ postwar 
bureaucracy in those departments by 
retention of strictly emergency duties 
be in the best interests of our democratic 
institutions. Taken as a whole, tempo- 
rary agencies will best accord with our 


traditions. 


These temporary agencies, however, 
cannot be created overnight. The plan 
therefore proposes that an existing 
organization, called the Army and Navy 
Munitions Board, consisting of the 


civilian Assistant Secretaries of War 


and the Navy and an adequate staff of 


selected Army and Navy officers, will 
exercise the necessary supervision until 
the temporary agencies have _ been 
organized. ‘The Munitions Board will 
aid in this organizing as far as practi- 
cable, and therefore concern itself only 
with coordination of Army and Navy 
supply matters which is its proper 
sphere. The advantage of using this 
board as the transition agency arises 
from the fact that it is now in existence 
and is actually performing, although 
in a very limited way, the duties of a 
war organization. 

The focus of economic control in an 
emergency probably will be a War 
Resources Administration with powers 
greater than those of the War Industries 
Board of World War days. Its general 
mission will be to coordinate munitions 


| 


i 


requirements with civilian needs an 
find methods of meeting both demands. 
An administrator will head this organi- 
zation, thus providing that centraliza- 
tion of executive authority necessary for 
prompt and decisive action. The suc- 
cess of our military and economic effort 
may, to a large extent, depend on the 
effectiveness of this one individual. It 
is assumed that around this man will b 
grouped the best brains of the country, 
regardless of political afhliations. 

(he War Resources Administration 
may well be the first of the temporary 
agencies created. Others, like Selective 
Service, Public Relations, War Labor, 
War Trade, Power, Fuel, and ‘Trans- 
portation, will follow later if the need 
them, in fact, may 


arises. Some of 


never be needed. 
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Legal Authority 
\t present no legislative authority 
<ists for any of these new organizations. 
Nor is it considered necessary that 
h statutes should exist in peace, 
smuch as preparations have been 
le for prompt enactment in the 
I war. 
lthough legal authority does not 
y exist to put into effect the war-time 
ols precisely as proposed in the 
strial Mobilization Plan, the Con- 
tion and existing statutes give the 
dent and Congress wide powers in 


- 


ir emergency. Large undefined war 
rs of the President are given in 
Constitution. To have enumerated 
powers in that document would 
limited them. It is probably best 

the country that the President has 
indefined powers for an emer- 

Only by the use of them was 

In able to conduct the Civil War 

its inception until July, 1861, 

od when Congress was not in 

He raised and supported armies, 

lis authority was his war powers. 

\ situation such as that confronting 
In will probably not occur again, 
there is nevertheless the precedent 
many things can be done by the 
President under his war authority if 
ational safety requires that they 
e of the oldest powers of sovereign 
is that of eminent domain—the 
er to take for the public good with 
nable compensation any property 
in its jurisdiction. Many necessary 
accomplished 


measures can be 
ugh the power of eminent domain. 
to this power is the equally ancient 
of necessity—the right of self- 
ervation. An outright confiscation 
rivate property might conceivably 
out of the law of necessity and, in 
this was Lincoln’s justification 
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for freeing the slaves by executive proc- 
lamation. While this power is avail- 
able, the situation would indeed be 
desperate to call for its invocation. 

To these basic laws can also be added 
a number of statutes containing au- 
thority which can be used in time of 
war. The Act of August 29, 1916, 
permits control of transportation, or, 
if it is not desired to go so far, gives 
pricrity to movements of troops and 
their supplies. The National Defense 
Act authorizes obligatory orders, and 
commandeering in the event they are 
not accepted; the Federal Power Act 
provides for interconnection of power 
sources if needed for war; the Securities 
and Exchange Commission has much 
authority in its field; so also the Mari- 
time Commission. 

The most important new legislation 
which Congress might be asked to pass 
at the outset of war, aside from appro- 
priation acts, would be a short bill, in 
general terms, making available to the 
President the material resources of the 
nation. Below is a sample of a bill of 
this type suggested by the American 
Legion to the War Policies Commission 
in 1932: 


Be it enacted by the Senate and House of 
Representatives of the United States of 
America in Congress assembled, That in the 
event of war, declared by Congress to 
exist, which in the judgment of the President 
demands the increase of Military and/or 
Naval Establishment, the President be, and 
he hereby is, authorized to draft into the 
service of the United States such members 
of the unorganized militia as he may deem 
necessary. 

Sec. 2. That in case of such war, or when 
the President shall judge the same to be 
imminent, he is authorized and it shall be his 
duty when, in his opinion, such emergency 
requires it 

(a) To determine and _ proclaim the 


material resources and/or industrial organi- 
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zations (and/or services) over which Govern- 
ment control is necessary or appropriate to 
the successful termination of such emergency, 
and such control shall be exercised by him 
through agencies then existing or which he 
may create for such purposes; 

(b) To take such steps as may be neces- 
sary to stabilize prices of all commodities 
(and/or of services) declared to be necessary 
to carry into effect, when the emergency 
requires it, the powers granted by this act. 


Problems of Industrial Mobilization 


Probable War Load on Industry. It may 
be of interest to consider the relative 
size of the load that may be placed on 
domestic industry by a major war. For 
a two-year major war, expenditures 
for the War Department alone might 
total $12,000,000,000, $4,000,000,000 
possibly in the first year and $8,000,- 
000,000 in the second year, after in- 
dustry reached its full power. About 
half of this amount would be for com- 
mercial items normally produced by 
industry. These are large sums; but the 
picture is different if we compare them 
with the total productive capacity of 
the country. Census figures on ‘‘Value 
of Products,” a measure of 
industrial production, show these values 
as $70,000,000,000 in 1929, $31,000,- 
000,000 in 1933, and $46,000,000,000 
in 1935. It would seem that there was 
ample capacity during the 
period 1929-1935 to support a major 
war. Even after adding Navy and other 
would 


rough 


unused 


government requirements, it 
seem that our industrial system as a 
whole is adequate to supply without 
undue strain any probable war needs 
and is one of our greatest resources for 
defense. With steel at 55%-60% capac- 
ity operation and many other indus- 
tries in like situation, lack of reserve 
capacity to absorb the military load 
appears unlikely in the near future. 
However, no allowance has been made 


for the fact thet munitions manufacture 
requires the cream of industry, and the 
war load cannot be nearly so uniformly 
distributed as these figures would imply. 


Strategic Materials. The United States 
is self-sufficient in most of the basic raw 
materials required for production of 
munitions, yet there are a few defi- 
ciencies which would seriously interfere 
with the munitions program. Among 
these deficiency items may be men- 
tioned manganese, tin, rubber, tungsten, 
chromium, quinine, and others. Let us 
consider only manganese in its effects 
on a munitions program. The steel in- 
dustry requires ferromanganese at the 
rate of about 14 pounds per ton of 
steel produced. Domestic resources have 
not been found commercially usable, 
and 95% of the material is normally 
imported. If the sea lanes should be 
closed, steel production might be ef- 
fectively curtailed. The quality of the 
steel would certainly be reduced. And 
munitions production rests on a founda- 
tion of steel! 

There is, however, a solution to this 
outstanding problem in the strategy 
of raw materials. Reserves of strategi 
materials should be established in time 
of peace, a comparable proposition 
for industry to that of guns and am- 
munition for the troops, but not to bé 
used even in war unless foreign supplies 
be cut off. It is estimated that about 
one year’s national supply of certain 
strategic materials should be bought 
and placed in reserve, not for the armed 
forces alone, but for essential industry 
as well. The sum of $100,000,000 has 
recently been authorized by Congress 
for this purpose to be expended over 
the next four years. The recent agree- 
ment by which rubber will be obtained 
from England in exchange for cotton 
is a further substantial step in the 
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rection of supplying deficiencies in 
materials in the event of war. 


Ul 


raw 


event of war will be the supply of skilled 
labor for essential industries. Strangely 
enough, in spite of widespread unem- 
ployment, presumably forming a reser- 
voir of man power for war industry, 
there would nevertheless be shortages 
in many skilled crafts. Appropriate 
deferments for military service to keep 
skilled men in essential industries are, 
of course, a definite feature of existing 
war plans, but even measures of this 
kind will be inadequate to fill the needs 
war industry. Consideration is there- 
fore being given to encouragement and 
upport by the government of training or 
ipprentice systems in industry and in 
ational schools to build up a reserve 
of skilled men. Dilution of labor, use of 
emiskilled personnel, and many other 
expedients to spread the available supply 
skilled men as effectively as possible 
ire of course envisioned in war plans. 
Skilled men are the corporals and 
sergeants of industry whose lack would 
cripple production just as seriously as 
the operations of an infantry company 
uld be handicapped without its 
noncommissioned officers. 


Philosophy of Proposed Controls 


[he Industrial Mobilization Plan 
really contains nothing new. It proposes 
practically what was eventually estab- 
lished piecemeal with the consent and 
ipproval of the people during the World 
War. The chief difference is that the 
long delays in meeting situations as they 
irose at that time have been anticipated 
in the plan and these problems can 

etter be solved at the outset. 

he control organizations proposed 
plan will be assembled only 


by the 
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when authorized by Congress and disap- 
pear when the emergency is declared 


ended. Existing government depart- 
ments, except the War and Navy 
Departments, probably will not be 


expanded because of war, and some 
may even be decreased by temporary 
assumption of some functions by the 
emergency organization, to be returned 
later. 

The Army and Navy probably will 
have little to do with the proposed 
industrial control organization, except 
to present their requirements for muni- 
tions and secure the things necessary 
for their manufacture. Their relations 
with industry will therefore be only to 
determine what is needed, to place 
contracts, to inspect, and to pay for 
accepted materiai. It is my conviction 
that the military man and the indus- 
trialist should each be supreme in his 
own field. 

The philosophy of control proposed 
by the plan, therefore, is one of co- 
operation, but with the big stick avail- 
able for use on the recalcitrant if 
necessary. The World War furnished 
many examples of control by coopera- 
tion. Ship plates in 1917 had gone up to 
$360 a ton. Before the end of the year, 
the industry by conference with emer- 
gency agencies had stabilized the price at 
$65. Similarly, projectile steel dropped 
from $400 to $70. The same was true 
of many other commodities. Com- 
mandeering, although legally author- 
ized, was rarely used in the World War; 
it was neither efficient nor productive 
of satisfactory results except in special 
cases. 

In 1932 a commission authorized by 
Congress, called the War Policies Com- 
mission, held extensive hearings on a 
proposition “to promote peace and to 
equalize the burdens and to minimize 
the profits of war.’”? Many leaders in 
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all walks of life gave their views. There 
was practically complete agreement of 
witnesses that superagencies similar to 
those visualized in the existing Indus- 
trial Mobilization Plan would be neces- 
sarv in the event of war. 

involved in 


If we are ever again 


major war, the important thing is that 
we emerge victorious. The people un- 
doubtedly intend that our country be 
prepared even if this involves the tempo- 
rary surrender of certain fundamental 
rights. Ihe government proposes to 
meet this demand through the Indus- 
trial Mobilization Plan, which promises 
the early and effective concentration 
of the economic power of the country 


for wal purposes. 


Attitude of Industry toward Plans 


‘he question naturally arises as to 
the attitude of industry toward the 
industrial war plans of the government. 
Has there been opposition and apathy 
toward the problem? ‘The response has 
actually been a splendid tribute to the 
patriotism of American industry. A 
spirit of wholehearted cooperation has 
prevailed which has made the work of 
organization a stimulating force to the 
officers of the Army responsible for in- 


istrial contacts. The Honorable Louis 


di 
Johnson, Assistant Secretary of War, 


concisely 


summed up the response 


when he wrote recently: 


EDITORS NOTI 


made of the format f the War Resources Board 


They [the Regular Army executives] 
inspected more than 20,000 plants. Owners, 
managers, foremen, and engineers helped 
them at every step. Where information was 
meager or inadequate many of the factories 
assigned their own officials, on their own 
time and with their own money, to do the 
research work necessary to assist the army 
in the surveys of their establishments. One 
organization, to my knowledge, has just 
spent more than $25,000 in the last three 
months in conducting such a survey of its 
own and in preparing its own plant for 
possible use by the government in any 
emergency. As aresult of these surveys, 
we have earmarked 10,000 plants for war 
production. We have informed their man- 
agers and their proprietors as to the tasks 
to be imposed upon them in the event of 
war. All of them have expressed their will- 
ingness to shoulder the responsibility. 


Much has been accomplished wi 
respect to industrial war 
But much remains to be done, and con- 
stant revision will be necessary to keep 
with changing 


these plans in step 


military and economic conditions. The 
fact, however, is now well recognized 
in this country that munitions powe! 
keystone of national defense. 
recognizes that the 


is the 
The world also 
United States is unrivaled in its poten- 
tial capacity to produce these muni- 
tions. Sound preparations for the 
utilization of this resource will go fal 
toward assuring that we will never be 
called upon to employ it. 


While the HARVARD BUSINESS REVIEW was in the press, announcement was 


is a civilian advisory committee tot! 


Army and Navy Munitions Board. Edward R. Stettinius, Jr. (Chairman), Karl T. Compton 
Walter S. Gifford, Harold G. Moulton, John Lee Pratt, and Robert E. Wood were appoint 


by the President as members of t 


article, 


ie board. Colonel H. K. Rutherford, author of the foregoing 


was designated as Secretary to the Board. 
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Ex ha 


BRITISH CONTROL OF COMPANY ACCOUNTS 
AND FINANCE 
BY THOMAS HENRY SANDERS 


REAT BRITAIN has no Securi- 
ties Act, no Securities Exchange 
Act, and no and 

nge Commission. In lieu of these 
sections in the Companies Act of 
and a filing bureau in London for 


Securities 


pectuses and company annual re- 


seemed until quite recently to 
the British conception of regula- 


of transactions in corporation 


rities, and the furnishing of financial 


mation to investors as the basis for 


Early in 1939 the 
(Investments) 


transactions. 


ntion of Frauds 


idded considerably to the powers of 


rnment officers in dealing with the 


ng of fraudulent securities, includ- 
visions as to the information to be 
concerning such offerings. Even 


this addition the administrative 


hinery of government seems meager 


ired with our own, and the same 
applies to the amount of in- 


tion required to be _ furnished. 


intants, of course, are more e€spe- 


concerned with the information 


tted in connection with security 


1 a subsequent article are based upon a 

consisted very largely of interviews 
nsiderable number of men of significance 
yunting world of England and Scotland. 
d that these interviews were reasonably 
was taken, for example, to 
company 


tative. Care 


not only leading public and 


tants, but also numbers of men who might be 


as normally critics of accounting practices. 


were several investment bankers, 


if investment trusts, corporation lawyers, 

vernment departments, and members 
ity faculties. Since practically all the 
were conducted condition of 


, It is not possible to cite the names of 


upon 


have generously contributed time and 


My only recourse is to state that the find- 





offerings, particularly information em- 
bodied in balance sheets and statements 
of earnings. 
The = striking 
practices of Great 
United States 
obvious questions 
posed to the persons interviewed in the 


between the 
and the 
certain 


contrast 

Britain 
rise to 

have 


gives 
which been 
course of this inquiry.’ These questions 
form the substance of this discussion, 
and are therefore stated here: 
1. What are the specific 
legal requirements for financial informa- 
tion (a) to be filed with any government 
office, or (b) to be furnished to investors 


British 


or prospective investors? 

2. If these requirements prove to be 
less than the Securities and 
Exchange Commission, what are the cir- 


those of 


cumstances prevailing in Britain which 
have led to that result? 

3. In these circumstances, what are 
the essential safeguards of the integrity 
of British securities offered to the public, 
or regularly traded in by the public? 
Is there any equivalent or alternative to 
the information which in America is 
ings here presented rest upon the personal state- 
ments of over 60 men, whose names, could they be 
furnished, would unquestionably command respect- 
ful hearing in all quarters where these topics are 
understandingly discussed. I therefore accord to 
them this general expression of my appreciation, 
which I would gladly make to them individually did 
circumstances permit, and I trust they will feel that 
my statement reflects their views with fidelity. 

[he paper was prepared under the terms of a 
grant from the Milton Fund Harvard 
University to the writer for research purposes. The 
was undertaken by the writer acting as a 
member of the Faculty of the Harvard Graduate 
School of Business Administration; it has no con- 
nection with any other activities which he has had o1 


made by 


work 


may have. 














— 


regarded as ‘“‘necessary for the protec- 
tion of investors’? If so, what are the 
alternatives? 

4. To elaborate and illustrate these 
questions, inquiry was made as to cer- 
tain British practices which have at 
times been cited as examples of deficient 
information as compared with American 
standards of disclosure. The chief prac- 
tices thus examined were (a) the provi- 
sion of depreciation reserves, regular or 
otherwise; (b) the setting up of other 
reserves, more especially of secret re- 
serves; (c) the possibility of a company’s 
making changes in its accounting prac- 
tices, as between successive years, in 
such manner as to make the resulting 
profits not comparable, but without 
notice of the change to shareholders or 
to the public; (d) some phases of 
auditing practice; and (e) certain other 
procedures touched upon incidentally as 
illustrating something of the temper and 
attitude of British accounting, including 
a word about the training of accountants. 

The article deals in large 
measure with the first three questions, 
covering the investment aspects of the 
problem, and a second article, which 
will appear in a forthcoming issue of the 
REVIEW, treats chiefly the more strictly 
accounting aspects. The provisions of 
the government regulation of company 
accounts generally are all contained 


present 


within the Companies Act of 1929. 

A number of special types of cor- 
porations have their accounting super- 
vised, and forms of accounts prescribed, 
by legal enactment. These special groups 
include the great public corporations 
like the British Broadcasting Company, 
the Port of London Authority, and the 
Central Electric Board; the railways, 
public utilities, friendly and building 
societies, charitable organizations, trus- 
tee savings banks, commercial banks, 
and insurance companies. It is not with 
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the accounting for these types of cor- 
porations, ‘“‘affected with a _ public 
interest,’ that this article is concerned, 
but rather with the broad and genera] 
powers of the government over the 
great mass of ordinary industrial and 


joint stock companies. 


The matters thus discussed do not 
purport to furnish a complete account 
of British practice, either as to the 
methods of procedure or as to the serv- 
ices rendered by British accountants 
to the society in which they function. 
The latter task was effectively accom- 
plished by Sir Laurence Halsey in the 
Dickinson Lectures for 1938 at the 
Harvard Graduate School of Business 
Administration. The only common fac- 
tor in the various topics herein treated 
is that they either bear directly upon o1 
arise out of the central question as to 
why so little of government regulation 
has so far been applied to the general 
work of accountants in Britain. bi 
although this original question implies a 
comparison between British and Ameri- 
can conditions, these articles avoid any 
systematic assertion of this comparison 
with respect to the several topics dis- 
cussed. Rather it has been considered 
better, at any rate less objectionable, to 
describe the British situation, and to 
allow the American reader to make his 
own comparisons with the conditions 
with which he is familiar, and _ still 
more, to draw his own conclusions as 
to how far the British system—or lack 
of it, if one prefers—would be trans- 
ferable and applicable to American soil. 


lf 


Government Regulation of Accounts 


Documents to Be Registered with 
Board of Trade. The information to bé 
filed with the government includes 
chiefly (1) the memorandum and articles 
of association, at the inception of the 
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company; (2) every prospectus offering 
securities for sale; (3) every document 
‘mposing a charge or lien upon proper- 
‘es of the company as security to any 
lass of creditors; and (4) the annual 
return which comprises (a) a statement 
f all changes in the company’s capital 
during the year, (b) the company’s 
last audited balance sheet, (c) a list of 
the directors, and (d) a list of all 
shareholders at the date of return. 

[he total volume of all these docu- 
ments is not large. For the majority of 
cases, all the documents for one com- 
pany are placed together in one binder, 
ind a single file of modest dimensions 
is likely to contain the entire filings for a 
considerable number of years. 

[t is not customary for the Registra- 
tion Office of the government to make a 
very extensive inspection of documents 
filed. They are examined briefly to see 
that all the information required is 
furnished; inspection is limited prac- 
tically to verifying certain items from 
earlier documents in the same file. There 
is no attempt at detailed examination or 

sudit of accounting statements; re- 
quests for further information or queries 
about items are limited to relatively 
small matters which may have come to 
notice in comparing the latest document 
filed with earlier documents for the 
same company. The general theory is 
that the company’s lawyers will satisfy 
themselves that the documents filed 
conform with the law; beyond that, it is 
held to be the company’s responsibility 
to see that all statements are correct and 
hat no information required to be 
stated is omitted. The penalties provided 
lor any failure to conform with the 
requirements are relied upon to induce 
the company officers to make reliable 
returns. ‘There is, accordingly, very 
little communication between the gov- 
ernment offices and the companies or 


their auditors; most of the slight com- 
munications that do transpire are be- 
tween the government offices and the 
companies’ lawyers. The general effect 
is that the officers of the registration 
department lead lives of almost complete 
seclusion. They consider that, while it is 
their business to see that the information 
required has apparently been supplied, 
it is none of their business to inquire into 
the accuracy of the information given. 
If later it is found to be inaccurate, the 
parties concerned will sustain the ap- 
propriate punishments. 


Character of Government Regulation. 
While I was still at the stage of visiting 
accountants and businessmen, and in- 
quiring from them as to the nature of 
government regulation of general ac- 
counting practices, I was told that I 
would probably be disappointed when I 
came to visit the actual government 
departments concerned and see them in 
operation. This proved to be the case 
as regards the amount of work being 
done by way of examining accounting 
statements, or making any attempt to 
suggest, or even hint at, what their 
contents should be. ‘There is no depart- 
ment engaged in the detailed examina- 
tion of the statements submitted or in 
any sort of investigation as to the ac- 
curacy of any of the accounting facts 
stated in the several types of docu- 
ments filed. A modest department of 
something less than 100 people does the 
entire registration business for the whole 
country. By this it is not intended to 
imply that there is anything perfunctory 
or careless about the conduct of the 
work; on the contrary, the work done 
was evidently carried out with pains- 
taking care. Broadly speaking, the 
department concerns itself with seeing 
that answers have been furnished to 
all the questions, and not with any 
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attempt to verify the accuracy of the 
answers. Inquiries as to the possibility 
of inaccurate information being filed 
bring only the reply that the criminal 
law and the jails will take care of that, 
to say nothing of the civil labilities 
provided under Section 37 for mis- 
leading statements. As a matter of fact, 
a prominent company lawyer stated 
that he knew of no recent prosecution or 
suit for false statements in a prospectus.’ 


Public Opinion with Respect to Regulation. 
The conditions above un- 
doubtedly reflect a strong and general 
public feeling which is adverse to any 
regulation of this 


described 


more government 
sort than is absolutely indispensable. 
This feeling was frequently referred to, 


by all sorts of people, in all kinds of 


occupations. It was several times pointed 
when major scandals 


3ottomley, Royal 


out that even 
occur, such as the 
Mail, and Hatry cases, there is very 
little outcry for further government 
regulation, and the public indignation is 
generally satisfied when the culprit is 
jailed. It seems to be a correct interpreta- 
tion of legislative history to say that 
none of the company law amendments 
have been passed in a hurry as a result 
of public clamor arising from scandals. 
Before all the great acts, and especially 
that of 1929, slow and 
steady accumulation of evidence and 
experience, first, as to the working of 
including its 


there was a 


the existing legislation, 
defective features, and, second, as to the 
development of new business practices 
and institutions presumably calling for 
further The same 


process is seen to be going on at the 


legislative action. 
present time. Ever since the passage of 
the Act of 1929, consolidating all 
previous acts, there has been a steady 
He probably meant none since the Royal Mail 


Case in 1932. 


but not extensive flow of criticism and 
suggestion looking to further amend- 
ment and, in some cases, further 
regulation. Undoubtedly a considerable 
revision of the act is in the making, but 
apparently the time is not yet considered 
ripe or the matter has been crowded 
out by more urgent business in other 
fields. The Association of British Cham- 
bers of Commerce made an investiga- 
tion and prepared recommendations 
for revision,* and the Society of Incor- 
porated Accountants has similarly made 
official recommendations through its 
Council.* The Institute of Chartered Ac- 
countants, whose members are generall\ 
believed to have far more business with 
the larger corporations, has made no 
public statement on the subject; but 
has been intimated that the Institute's 
several committees have made, 
continue tomake, studies of the problems 
arising and will be prepared to submit 
their suggestions at the appropriate 
time, namely, when the matter is up | 
official discussion and _ representati\ 
of the Institute are invited to appx 
before a departmental committee 
other investigating body. 

l'‘hose who carefully read the debates 
in the House of Commons on these 
matters, or the reports of departmental 
committees, or the public press, will 
recognize that the burden of proo! 
placed upon those who propose furthe! 
regulation, and on every occasion thi 
additional load upon honest busin 
is duly and even apprehensively weighed 
As in all public debates, there is dange! 
that the reader will be misled by the 
vociferous vehemence of minority critics, 
but the real trend is apparent in the 
Parliamentary debates when, after sev- 
eral pages of argument in favor of some 
proposal for additional regulation, and 4 
3 The Accountant, November 24, 1934, p. 749. 
* The Accountant, April 6, 1935, p. 495. 























British Control of Company Accounts and Finance 15 


ief reply, he notes which way the 
cision goes. The phrase about the 
orror of public regulation” felt by 
most Englishmen occurred constantly 

the interviews, and, in spite of some 
essure to the contrary, it is still a 

verful force. Some even went further, 
and asserted that regulation is a make- 
believe protection to investors, that it 
mises more than can be performed, 
e the inevitable risks of enterprise 
titute the gravest dangers to in- 
tors. and from them there is no 


a¢ 


feguard. 


Principal Topics of Criticism. Apart 
m drafting weaknesses in the act, with 
heir consequent legal sophistries and 
evasions, most of the criticisms have 
irred in three main areas. First, 
the great growth of holding companies 
been noted, leading to the demand 

for more widespread use of consolidated 
ounts and disclosure of intercom- 
ny transactions. Second, the various 
ms of investment trusts have at- 
tracted a full share of notice and 
cism. Third, the prevalence of a 
good deal of activity in fraudulent 
ng of shares in more or less bogus 
mpanies has brought increasing de- 
mands for the suppression of such 


} rmofr~wesd 
al VILICS. 


Share-Pushing Bill. The last of the 
ve-named topics has recently cul- 
nated in the act known as the Share- 
hing Act, named after the title of 

he departmental report which preceded 
e formulation of the bill. As already 
enuoned, its official name is ‘‘Pre- 
tion of Frauds (Investments) Act.” 
Lhe act itself, the departmental report 
vhich it was based, and the discus- 

in Parliament all form an inter- 

ng example of the temper of the 
tish mind on these subjects. In the 


first place, ‘“‘share-pushing’’ is prac- 
tically synonymous with “‘fraud”’; it has 
nothing to do with the aggressive selling 
of sound securities, but refers only to the 
hoodwinking of the unwary into buying 
shares in all sorts of imaginative and 
artful schemes in which the investor has 
no real chance either of making any- 
thing or even of getting his money back. 
These practices became - sufficiently 
widespread to cause the problem to 
be regarded as a separate issue calling 
for immediate and drastic treatment. 
Thus, in view of its connotation, there 
was no occasion for anybody to propose 
to deal tenderly with share-pushing, 
yet there was everywhere displayed a 
desire to segregate the evil, to deal with 
it with the full force of the criminal 
law, but to impede as little as possi- 
ble the ordinary operations of honest 
business. 

The act provides for a scheme of 
registration for all unofficial or outside 
dealers in securities, and will therefore 
add somewhat to the number of returns 
filed with government departments; 
but exemptions are made of all brokers 
organized in regular stock exchanges, 
and the hope was expressed that all 
honest dealers in securities, though not 
members of an exchange or other 
presently organized body, would find 
ways of becoming organized in associa- 
tions which can be recognized and 
be accorded exemption. The assump- 
tion is of course that the stock ex- 
changes and other organized bodies 
achieve an effective degree of self- 
regulation which renders it unneces- 
sary for the government to interfere, 
and it may be said that acceptance of 
this principle is practically unanimous. 
The reliance upon business associations 
of a nongovernmental character is 
most extensive; criticism and condemna- 
tion are directed exclusively toward 
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agencies and activities falling outside 
the regular organizations sponsored by 
legitimate private business. The general 
view was expressed in Parliament by 
Mr. Hely-Hutchinson in these words: 


rhis bill proceeds on an entirely different 
assumption. In its general provisions for 
exemption I think it is right to say that it 
assumes that the ordinary and well-estab- 
lished machinery of the securities business 
rests on the basis of integrity and experience. 
It sets out to catch the rogue, to prevent 
him from entering the business and to catch 
him if he does. 
The last sentence is expressive of the 
widespread reliance upon the swift and 
certain action of criminal procedure to 
apprehend and convict the wrongdoer, 
and the share-pushing bill is regarded 
as closing certain loopholes in the 
criminal procedure laws. It cannot be 
said that demands for regulation were 
entirely absent—one or two members 
continued to reiterate that the share- 
pushing bill did not satisfy their concep- 
tion of the need for general regulation 
of investment, and that what they 
wanted was “prevention and not cure”’ 

yet it is easy to see that the prevailing 
mind does in fact count upon these 
criminal provisions to act as a sufficient 
deterrent to the evildoer to constitute 
prevention as well as cure. 


Protection to Investors 

In these circumstances it is pertinent 
to ask the questions: Wherein lies the 
essential protection to investors? How 
can they be assured of getting necessary 
information? The answers to these 
questions constitute the most significant 
portions of this study. 


Views on the Nature of Investment. 
At the basis of British opinion about the 
advisability of regulation are certain 
ideas about investment which color the 


whole scene. Among these is a sense of 


the limitations upon what can be done 
for investors. Even the more ardent 
regulators in Parliament recognize the 
difficulties of protecting foolish investors 
from knavish promoters, and express not 
only regret but astonishment that so 
many investors should commit their 
hard-earned savings into the hands 
of plausible rascals with fantastir 
schemes, without the advice of responsi- 
ble people which often could be had for 
the asking. ‘The Cucklington (or “‘mush- 
room’’) case was currently adding to the 
public indignation—and to the publi 
merriment—in Parliament and in the 
press, an enterprising person having 
invited subscriptions upon promise of 
fabulous wealth from the growing of 
mushrooms. While there was no hesita- 
tion in applying the rigors of the law to 
the promoter, little hope was enter- 
tained that any amount of information 
would avail much to help such gullible 
investors. 

In fact, such people are not called 
‘investors’ in England. Though the 
is no Official definition of the word, pu 
lic discussion assumes that an investor is 
a man of some sense, of serious purpose, 
capable of recognizing his own limita- 
tions and of going to responsible sources 
for further information and _ advice. 
Moreover, a certain permanence 1s 
envisaged in the relations between 
the investor and his company; having 
by careful inquiry satisfied himself that 
the enterprise is essentially a sound one, 
he expects to stay with it through 
ups and downs. If he becomes disap- 
pointed with the results, his first thought 
is not to sell the stock, but to change the 
management of his company. Over and 
over again this personal side of invest- 
ment was emphasized, its basis in 
confidence in and respect for the 
individuals who had advised the invest- 
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ment. or for the individuals who 
nstituted the management of the com- 
pany, or both. This recognition of and 
reliance upon the character of individu- 
als was easily first in their estimate of 
the essentials for successful investment; 
second was knowledge of the course of 
ide, present and prospective, a knowl- 
ise which again might be first-hand 
or at the advice of others. The evidence 
of balance sheets and income sstate- 
ments was held to be far below these 
considerations in importance to the 
investor; one accountant, a man of 
experience on both sides of the Atlantic, 
said the financial statements constitute 
more than one-seventh” of the 
nformation necessary to judge of a 
security. While therefore public opinion 
and the public authorities accept re- 
sponsibility for the suppression of actual 
fraud, they are not disposed to subject 
the whole area of legitimate business to 
heavy burdens in the hope of making 
the unintelligent, or even the semi- 
intelligent, speculator into a shrewd and 
competent investor. It is considered that 
the investor himself must contribute 
me amount of sense and of effort to 
ittain this end. Moreover, it is regarded 
as a good thing to encourage people of 
small means to invest in government 
loans, or in the securities of institutions 
supervised by government, such as 
the building societies or cooperatives. 
For good measure it was added that 
‘‘curve-minded,”’ 


( 


tr 
ti« 


( 


not 


the British are not 
particularly as to security prices. There 
are two indices of London stock prices, 
but it was stated that if you entered 
iny ten leading brokerage offices, not 
more than five of them would know the 
names of the indices, and of these 
five not more than two would know 

hat they were on that day. It may be 

sumed that these estimates were not 
ntended to be taken too literally, but 
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they were uttered by one of the most 
responsible of all the persons inter- 
viewed; undoubtedly they were cal- 
culated to emphasize the distinction 
between investors and speculators, and 
to convey that it is not a necessary part 
of British policy to protect the iatter 
from the consequences of their own 
rashness. 

Whatever degree of validity one may 
attribute to these views, there can be no 
doubt that they are the prevailing views 
in Britain today. To change them, far 
more corporate scandals and invest- 
ment disappointments would be needed 
than have as yet been experienced. 


Preparation of Prospectus. New securi- 
ties may be offered to the public by an 
“issue,” that is, an offering by a com- 
pany of its own securities, or by an 
“offer for sale,’ which is the expression 
used when an intermediary, such as an 
investment banking house, has acquired 
a block of securities from the company 
and in turn offers them to the public. 
In both cases the requirements of 
Sections 35 and 355 of the Companies 
Act must be met with respect to the 
contents of the prospectus. but supple- 
menting these formal rules, and indeed 
constituting their effective implementa- 
tion, is a great amount of careful work 
by the officers of the company, their 
accountants, and their lawyers. As 
stated already, the latter in particular 
assume the responsibilities of seeing that 
the provisions of the law are satisfied, 
not only in letter but in substance. After 
the accountants have done everything 
they can to insure that the impressions 
conveyed by the prospectus are correct, 
the lawyers will interrogate both direc- 
tors and accountants upon the whole 
prospectus, including the financial state- 
ments. Among other things, the lawyer 


will ask if conditions have changed 
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in any way to make any items in the 
balance sheet and income statement 
inapplicable to the future, or whether 
the state of trade or other circumstances 
are changing to the detriment of profits 


likely to be 


compared with the past. There is no 


earned in the future as 


doubt that all reputable offerings go 
through a most searching cross-examina- 
tion, and that no technicalities are 
permitted to obscure the realities of the 
case. If any known changes have oc- 
curred in directors’ remuneration, in 
costs of production, or in the markets 
for the 
consider it their business to bring them 


product, the lawyers would 


out. If secret reserves have been incor- 


porated in the previous annual state- 
ments, they will come to light in the 
prospec tus. 

No hesitation is shown at reporting in 
a prospectus profits at variance with 
those previously shown in the annual 
statements. The latter may reflect all 
the latitude indicated as permissible in 
my second article, in the paragraphs 
entitled Accounting which deal specifi- 
cally with accounting practices, but for 
purposes of a prospectus a far more rigid 
accounting is expected, including a 
revision of past profits in the light of 
subsequent events. So generally is this 
taken for granted that it is not con- 
sidered necessary to reconcile the figures 
of the prospectus with those previously 


published. 


l fl ENCE oO} London Sto k 
Added to the work of accountants and 


Exchange. 


lawyers is the all-pervading influence of 


Stock 


better to use the 


the London Exchange. It is 


word ‘‘influence’’ 
than “power” to describe the constant 
pressure exerted by this body, since a 
great many of its effects go far beyond 
any powers specifically conferred upon 
it by legal enactment. In the hearings 





before the departmental committee 
(known as the Greene Committee, fron 

its chairman) which preceded the Com- 
panies Act of 1929, and indeed on al! 
these questions are | 
discussed, frequent references occur to 
the fact that the Stock Exchange js 
taking care of the matter, and therefore 
there is no occasion for Parliament 


occasions when 


pass a law. Anyone who has the oppor- 
tunity for much conversation in the City} 
of London will encounter these same 
expressions, and will become impress 
with a sense of an extra-governmenta! 
but potent force at work for the main- 
tenance of standards. All listed securities 
and all new issues which may be listed } 
come under its sway, and although any 
new rules it may adopt imposing addi- 
tional requirements can apply only to | 
new securities added to the list, sin 
those already listed have been accept 
under the old rules duly specified, yet | 
many companies with older listi 
often come voluntarily into line wi! 
the new rules. An example is go 
on at the present time with respect to t 


preparation and publication of « 





solidated statements by holding com- } 
panies, a topic discussed in my se¢ 
article. 

With regard to prospectuses, ¢s] 
cially for securities for which it Is} 


hoped to secure a listing, or “"permiss 

to deal,’ as the English phrase g 

the officials of the Exchange have t ' 
opportunity to look these over, not 
merely after they are printed and dis- 
tributed, but in many cases at the pri 


stage. Anything that looks to 
objectionable, down even to the shades 
of emphasis imparted to the story by | 


different sizes and arrangements 
type, may draw their expressions 
disapproval, which are usually sufficient | 


to induce a change in the offending 
matter. The Stock Exchange is not 0! 
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course in any position to go behind the 
figures of the statements, but its scrutiny 
is searching and its suggestions are 
almost mandatory. 
The Bank of England. Another body, 
ot strictly governmental in character, 
frequently referred to in these 
nnections, is the Bank of England. Its 
pervision is concerned mainly with the 
lume and direction of investment, 
specially with investment which may 
asion an export of capital, but also 
th the amount of investment going 
different industries. The concentra- 
tion of banking in the hands of the “Big 
Five’ banks facilitates this centralized 
informal control. It is generally 
that a word from ‘The Bank” that a 
posed issue is unwelcome or un- 
sirable is sufficient to 
being offered. Naturally a power so 
reat cannot be capricious, but rests ona 
ymmon understanding that its exercise 
n the interests of well-defined public 
ies. ‘The questions here involved 
‘not likely to turn upon accounting 
its, but any story of the public 
ervision of new capital issues would 
ncomplete without mention of the 


Bank of 


prevent its 


sive presence of the 


England. 


Company Reports. The main criticisms 
the published annual reports of 
mmpanies are indicated in what is said 

the second article under the headings 

| depreciation, secret reserves, changes 
accounting practices without notice, 
nd consolidated statements. In respect 
ill these matters there is general 
belief that wide differences prevail as to 
completeness of information offered 
the annual reports of the various 
panies. Among those favorably com- 
ented on, the reports of Lever Brothers 
Unilever Limited, of Imperial Chem- 








ical Industries Limited, of Dunlop 
Rubber Company Limited, and of the 
Peninsular and Oriental Steam Naviga- 
tion Company Limited were frequently 
mentioned as good examples of full 
disclosure, the Dunlop reports receiving 
the most numerous of such comments. 
Others might well be included in the 
honors list, but these companies seemed 
to stand out in the minds of those 
interviewed, partly perhaps on account 
of their size. So long as a wide disparity 
exists between the more informative 
reports mentioned and the average run 
of less informative reports, there is an 
implied criticism that the latter might do 
more for their shareholders. A number 
of interesting comments developed on 
this matter. 

There was naturally some difference 
of opinion as to what the facts are. It 
would require a far more complete 
than is yet 
what the 


available to say 
prevailing 


survey 
with assurance 
practice is with respect to a given item; 
the remarkable differences of opinion 
found among the highest authorities on 
the treatment of depreciation form a 
notable example of the absence of 
authentic information. One main reason 
for this of course is that the leaders are 
not interested in that kind of knowledge; 
they would say that they do not believe 
in accounting by popular vote, and that 
each company is an individual problem. 
No such phrase as ‘‘generally accepted 
accounting principles’ has yet found 
much vogue in England. But the answer 
is not altogether satisfactory. The gen- 
eral practices, whatever they may be, 
are not really a popular vote, but the 
vote of the experts and authorities in the 
field; and although the circumstances 
affecting the items of the balance sheet 
and income statement vary in degree 
among different companies, yet the 
basic questions are common to them all. 

















— 


The relation of the auditor to the 
amount of information which ought 
to be published in reports was a subject 
on which variations in attitude occurred. 
Some were disposed to take refuge be- 
hind the Companies Act, and to say 
that so long as the directors supplied the 
information there required, it was their 
business, and not the auditors’, to 
decide how much further they would go. 
But far more accountants were disposed 
to take a more active part, and to 
recognize that they have some responsi- 
bility to furnish those who read the 
accounts with full and reliable informa- 
tion. Granting that they do not have 
legal powers of compelling directors to 
disclose more, yet they are in the 
position of exerting a constant upward 
pressure upon the situation. 

The extent of the public interest in a 
company was one matter cited as 
justifying a varying degree of disclosure. 
In an illustrative case mentioned, the 
public held only fixed interest bearing 
stock was privately 
founders and 


debentures; all 
held by the original 
proprietors; the earnings were ample to 
cover the required interest many times 
over. The auditors did not consider 
it necessary to insist upon the same 
degree of disclosure as if all the com- 
pany’s securities were publicly held; 
they regarded it as largely a private 
company. This is only one of many 
cases which were mentioned to illustrate 
the fact that the auditors feel that what 
they should provide must be appropriate 
to each case. 

Questions of degree also appeared in 


the discussion of the significance of 
different items, and the importance of 


disclosing to shareholders information 
carrying potential criticism. One auditor 
had had occasion to observe the super- 
annuation funds of certain large com- 
panies, and had come to the conclusion 
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that they were not actuarially sound; 
that is, they were not calculated on a 
basis which in the long run would 
provide enough funds to meet all the 
liabilities of the company under the 
fund. The auditor felt justified in calling 
the attention of the management to 
these facts, but did not feel it incumbent 
upon himself to qualify his certificate, 
or to insist upon mention of the point 
being made in the published report. 
The grounds for this conclusion were (1) 
that the management had every inten- 
tion of meeting the liabilities as they 
might fall due, (2) that the call upon the 
company’s general funds could in fact 
easily be met out of its resources, being 
relatively small, though of considerable 
amount. In these circumstances, the 
auditor considered it to be a problem for 
management, analogous to having too 
much inventory in one place and too 
little in another, but not affecting the 
company’s general financial condition 
Contrasted with this, the auditor in- 
stanced an insufficient provision for 
depreciation; he would regard that as 
of such importance as to call for men- 
tion in his report, if it reached propor- 
tions which in his opinion would distort 
the statement of the company’s financial 
position and earnings. 

The argument that information 
should not be published if it will 
give too much aid and comfort to the 
company’s competitors is taken quite 
seriously in England. While it was 
granted that the fears of directors are 
often exaggerated, there was very little 
disposition to brush the argument 
aside. On the contrary, the difficulties 
of managers in competitive industry 
were fully appreciated, and no tendency 
was manifested to increase those difli- 
culties by exposing them too openly 
to their competitors. This course of 
conduct was quite generally held to 


1] 
u 
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be in the interests of the security 
rs themselves, and harmonizes 
a philosophy which emphasizes 
the importance and responsibilities of 


NOiwd 


Chairman’s Speech at Annual Meeting. 
A great deal of importance is attached 
to the chairman’s speech at the annual 


LO it 


meeting aS a communication of the 
1gement to the shareholders. Prac- 
every day of the year a verbatim 

rt of one or more of these speeches 
pears in the financial press, and a 
mber of companies have reprints 
de and sent to their shareholders as a 
lement to the annual report. It 
tomary for the speech to open with 

i: review of the accounts, the chairman 
ling attention to their salient features 
h manner as to lead even the 
financially minded shareholder to 
rehend the more significant points. 

is difference of opinion as to 

her the chairman’s speech adds any 
rmation to that printed in the report, 
merely explanatory of the report. 

. any shareholder has the right to 
questions about the accounts, it is 
that some additional information 

s given, but there can be no question 
the speech assists in the share- 

ers’ understanding of the position 
eir company, since the chairman 

‘ely to say something about the 
ns of a policy character which may 
ve entered into the construction of the 


TY t 
bhiciis 


UuNntS. 


Character of Directors. Mention is made 
following article of the manner in 

h the standing and reputation of 

he directors enter into the shareholders’ 
ngs of confidence in the situation, 
where secret reserves are rather 
iously being used to equalize profits 

| dividends. Conversation ran to this 





subject very frequently when the 
grounds for the purchase or holding of 
securities were discussed. Among the 
unwritten laws which appear to be 
rigidly observed in all the more relia- 
ble companies is that neither directors 
nor officers shall engage in active trading 
in the company’s securities, and par- 
ticularly so at a critical period such as 
that immediately prior to the publica- 
tion of a report. Furthermore, it is said 
to be uncommon for directors in the 
larger companies to have holdings of 
securities in their own company to an 
extent much greater than the necessary 
qualifying shares. A man who is himself 
chairman of several companies stated 
that if at any time he should learn that 
one of his directors was actively dealing 
in the company’s shares, he would 
consider it his duty to inquire what was 
going on—was this something in the 
ordinary course, such as the necessary 
liquidation of an estate, or was it 
speculation? He was most emphatic as 
to the almost complete absence of the 
latter, and also as to the positive steps 
which would be taken if it should occur. 
Similarly the chief financial and ac- 
counting officer of another company 
told me that it ‘‘would be more than his 


job was worth” for him to buy or sell a 


share of his company’s stock at a time 
when he was in possession of significant 
figures of profit and loss about to be 
published. This is a further example of 
the manner in which the character of 
an investment is in the public mind 
primarily bound up with the character 
of the men who are behind it, rather 
than with any specific piece of informa- 
tion in the accounts. 


Appointment of Auditors. The well- 
known custom for the auditors of a 
British company to be appointed by its 
shareholders is a matter of law, Section 

















22 Harvard Business Review 


132 of the Companies Act providing 
that the directors of a new company 
may appoint its auditors for the first 
vear, but that thereafter the auditors 
shall be appointed by the shareholders 
in annual meeting. In practically all the 
interviews, with auditors and company 
officers alike, the question was asked as 
to whether in their judgment and 
experience this procedure is effective as 
a real safeguard. [he answer was almost 
unanimously in the affirmative, and in 
most cases surprise was expressed that 
the question should be asked. While it 
was recognized that in all ordinary 
situations the directors are supported by 
a majority of shareholder votes and 
therefore control the appointment of 
auditors, yet long tradition and practice 
have made shareholders conscious of 
the fact that this is one of their most 
effective controls, and upon occasion 
they do not hesitate to use it. The 
speakers did not undertake to say that 
the practice would work equally well in 
other countries not in possession of the 


traditions, but they were very 


same 
positive about the matter as applied to 
Great Britain. 

The effectiveness of the practice is 
greatly enhanced by two other circum- 


stances, one a matter of law and one of 


custom. The law goes on to provide‘ 
that in case it is proposed by the direc- 
tors or others to change the auditors, 
notice is to be given to the present 
auditors, who have the right to appear 
and to be heard at the shareholders’ 
meeting in which the change is to be 
voted. The auditors are therefore in 
position to make any statement they 
may wish, and to answer any questions 
from shareholders, before the vote for 
their supersession is put. The second 
matter is the custom, said to be rigidly 
practiced among all reputable auditing 


‘Section 132.—(3). 


firms, that when a firm is offered the 
audit of a company which has hitherto 
been audited by another firm, it shall 
communicate with that other firm and 
inquire whether there are any circum- 
stances which make it undesirable for 
it to undertake the audit. If there- 
fore the proposed discontinuance of the 
former auditors is due to a conflict 
between them and the directors as to 
some accounting question which the 
auditors consider vital, the new firm will 
be apprised of the matter and, if it 
also considers the point vital, will de- 
cline the appointment. One can con- 
ceive of a good many adjustment: 
which might take place in the process ot 
such negotiations, but it seems certain 
that the degree of solidarity within the 
profession is such that it is not an easy 
thing for a company management 

play off one firm of auditors against 
another for the purpose of securing 
acquiescence in procedures of doubtfu 


propriety. 


The Audit Program. The law clearly 
envisages an audit entirely untram- 
meled by any limitation or interferenc 
which might prevent them from having 
the fullest possible view of all the com- 
pany’s affairs. Section 134 deals with 
the auditors’ right of access to the books 
and to attend general meetings, and 
requires the auditors to say: 

(a) whether or not they have obtained 
the information and explanations they have 
required; and 

b) whether, in their opinion, the balance 
sheet referred to in the report is properly 
drawn up so as to exhibit a true and correct 
view of the state of the company’s affai 
according to the best of their informati 
and the explanations given to them, and as 
shown by the books of the company. 


Every audit report uses practical) 
these phrases of the law, and in most 








says very little else. It is generally 
med that the examination thus 
-mplated by the law is a detailed 





) ination, and this in fact is the type 


idit used in the great majority of 


r companies. In the case of larger 
inies adequately equipped with 
of internal audit and check— 
nstalled by chief accountants who 
j hemselves members of one of the 
eat accounting bodies and have 
iditing experience in the profes- 
auditors are slowly feeling their 
vard the adoption of the balance 
1udit. But it is evident that this 
, ent proceeds with caution and 
vatism, and it will be a long time 
the balance sheet audit represents 
neral practice. The idea that any 
of the company might suggest 
mitation upon the scope of the 
either for the purpose of reducing 
ense of the audit or for any other 
seemed to be entirely foreign to 
thinking in the profession. It 
assumed that the auditor, sup- 
as he is so strongly by the law, 
sist on his prerogatives to the 
issuring himself that he had all 
information in hand, and 
decline an appointment in which 
not free to do so. But it may 
be assumed that company 
will from time to time, upon 
ion of their internal system of 
use the occasion to suggest that 
iditor might, in the new circum- 
satisfy himself by a somewhat 
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less laborious procedure. So far as 
the problem is one of guarding against 
fraud and embezzlement, there is room 
for discussion as to whether this may be 
achieved most effectively and_ eco- 
nomically by the internal staff or by the 
outside auditors, and no doubt many 
discussions take place on this subject 
between auditors and their clients. In 
fact, the development of systems of 
internal audit are usually undertaken 
with the advice of the outside auditors, 
in which case it is proper to regard the 
change, not as a curtailment of audit 
procedure, but as a change only in 
the agency for performing the several 
parts of the work. 

3ut the auditor’s function to furnish 
an unbiased and constructive review 
of the accounts is obviously a matter of 
which no part can be transferred to the 
internal staff. In the nature of things, 
that duty calls for an independent 
auditor, and here the British auditor is 
likely to avail himself of his legal powers 
to the full. It is further believed that one 
result of the appointment of auditors by 
the shareholders is that nobody is in a 
position to limit the work of the auditor. 
Bound up with the same question is 
the unwillingness of the accounting 
societies to formulate and adopt state- 
ments of rules or principles of proce- 
dure; it is strongly felt that each auditor 
should be free to make the kind of audit 
which each particular situation seems to 


him to call for. 

















FISCAL POLICY AND THE EMPLOYMENT-INVESTMENT 
CONTROVERSY 


BY 7. K. GALBRAITH 


Y all odds the greatest debate of 
the 1930’s has been the one over 
government expenditure. Other 

issues, in a decade given to controversy, 
have outranked it for a time in heat and 
intensity. But none, not even the fight 
over the Supreme Court or the death- 
bed wrangling over the little pigs, has 
equaled the spending debate for en- 
durance. It has continued almost with- 
out interruption while most of us have 
forgotten that both the fate and the 
morality of the nation once turned on 
the question of whether to keep or 
abandon the gold standard. 

Paralleling the great public discussion 
there has been a more restricted one 
between economists. ‘The economic is- 
sues bearing upon the causes of unem- 
ployment and the need for public 
spending, on the one hand, and the 
economic consequences of public spend- 
ing, on the other, have been keenly dis- 
cussed. My concern in the present 
article is largely with the economists’ 
debate and its relation to public and 
business policy. However, just as I 
have no intention of summarizing the 
controversy which has followed every 
budget since 1934, I do not intend (were 
I able) to report on all the discussion 
between economists, particularly since 
the publication of Mr. Keynes’ most 
recent book in 1936.' But certain 
central issues can be stated rather 
briefly and, I think, without excessive 
oversimplification. 
1J. M. Keynes, The General Theory of Employment, 
Interest and Money (New York, Harcourt, Brace & 


Company, 1936). 
2 Excepting workers who are seasonally unem- 
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Three matters stand out. There js 


first of all the question of the causes of 


unemployment—or specifically the ques- 
tion of whether or not a modern eco- 
nomic systern has a normal or natural 
tendency to employ all of its employable 
workers. In the second place there is the 
question of the approach to unemploy- 


ment—or specifically, the question of 


how state policy can provide employ- 
ment for those people who do not find 
work, as things are, by themselves. 
Finally there are questions concerning 
such state action under conditions of 
unemployment—in particular, when 
there is unemployment can the state 
invest funds and employ the unemployed 
without risking the dangers of inflation 
excessive public debt, and the like? 
The pages following are, in a sense, a 
general survey of the discussion on 
these matters. However, as a surveyor 
I lay no claim to fictitious impartiality 
The issues and conclusions which | 
stress are, essentially, those which seem 
to me to be reasonable and significant. | 
by no means presuppose agreement on 
the part of either combatants or non- 
combatants in the controversy. 


The Question of Unemployment 


The first question at issue is the cause 
of unemployment. The debate has 
turned, in particular, around the ques- 
tion of whether the normal or equilib- 
rium tendency of the economic system 
7s to employ all its labor force.’ In 
ployed, who have obsolete skills or location, or w! 


are in the process of transition from one job t 
another. 
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eneral it has been the tradition of 


olo-American economics (with many 
nting voices) to assume that full 


slovment is the normal and undis- 


{ consequence of economic proc- 


4 


es. This view, which is more properly 


bed to textbooks than to individuals, 


lds that unemployment will cause 
bor to lower its price relative to the 


es of the commodities it produces. 


his means a wider profit margin and a 
dency toward larger output and 
ployment. Unemployment is_pre- 


d to eliminate itself or, at least, to 
- in that direction. 
effect of saving and investment 


held to be in the same direction. The 


important source of funds for 
enditure upon capital goods is held to 


saving—old-fashioned thrift whether 


its ancient private, or modern 


porate, character. By spending less 


he received an individual (or 
could conceivably cause trouble 
the economy. The goods which 


suld have been consumed or the labor 
ch would haye been employed, had 


pent his income, must now be un- 
umed or unemployed or disposed 
it bargain prices. But this result is 
| to be exceptional. In general, 
le and firms save with a purpose in 
and the purpose is investment. 


) refrain from investment is to forego 


‘st return; whatever the rate of 
rest some return is better than none 
il—it is easy money. But if an 


lividual (or firm) invests, then he 


lires, or enables someone to acquire, 


‘equivalent of the goods and services 
ch were not bought when saving was 
ubstituted for consumption. Given the 
estment of savings the whole process 
etails beautifully. Should the supply 


inds seeking investment exceed the 
ment demand the effect would be 
y to lower the rate of interest, and 





this in turn would open new investment 
opportunities. The full employment 
equilibrium would be maintained. 
Banks, which have the undoubted 
power to expand loans in no close 
relation to the volume of new saving, 
constitute something of a problem in 
this analysis. When a bank places funds 
at the disposal of a construction firm, 
the company then has the power to 
acquire goods and services without any 
quid pro quo in the form of saving. But 
the banks can be reconciled with the 
general scheme to some extent—al- 
though this reconcilement has _ been 
accomplished in different ways. When 
the banks increase their loans, it has 
been argued, they cause a net addition 
to the purchasing power in the markets 
for men and materials, for, since there 
has been no act of saving, no one has 
withdrawn purchasing power from these 
markets by the process of not spending 
his income. But the additional spending 
from the bank expansion will increase 
prices, and people with predetermined 
incomes will receive less in goods and 
services than they did before—they 
have been subjected to forced saving. 
There is a further argument that the 
increased prices and more favorable 
investment prospect, on the one hand, 
and the higher prices and diminished 
voluntary saving, on the other, will 
gradually force up the rate of interest 
so that it will again come to adjust the 
voluntary desire to save to the demand 
for investment. However, we _ have 
reached a stage where there has long 
been disagreement among economists 
both over the nature of the process and, 
particularly, over its effect on general 
stability. Even the textbook argument, 
which would otherwise make full em- 
ployment the conclusion of undisturbed 
economic processes, might hold that this 
result is inconsistent with the power of 
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the banks to increase or decrease the 
supply of the purchasing medium. 

So far, it comes to this. The textbook 
argument, with allowance for friction 
and workers in the process of changing 
jobs, not only assumes full employment 
but rather justifies it by a theory of 
wage and interest-investment behavior 
which leads (with exceptions) toward 
this result. From this point it goes on to 
its other tasks, which include the in- 
vestigation of the effects of restraint on 
competition, the further réle of banks 
and money, the reasons for cyclical 
fluctuation below full employment, and 
the effects of public policies of various 
kinds upon the system. 

This brings us close to the heart of the 
controversy. It has come to be argued, 
first of all, that full employment is not 
the normal result of undisturbed eco- 
nomic processes. [he reasons are partly 
that we do not have it—after half a 
business generation of unemployment 
this is easy to swallow—but more 
significantly, itis argued that the modern 
economic system has no in-born tend- 
ency to move toward full employment. 
It is also held (and this is important) 
that one cannot properly investigate 
business fluctuations and unemployment 
if one starts with the bias that full 
employment is normal, for one then 
assumes away some of the very problems 
to be studied. 

To deny that full employment exists, 
as a matter of fact, is relatively easy. 
To deny that it is the normal situation 


which economic processes, if left to 


’The phrase ‘“‘as a whole” is emphasized. As 
between individual industries, the effect of the wage 
cuts will, it is conceded, vary greatly. 

4Some who take this view, most notably Mr. 
Keynes, hold that wage cuts by lowering the 
demand for money release funds for investment at a 
lower rate of interest. The argument has always 
seemed to me a bit too roundabout 

’ Certain questions of timing of the first importance 


themselves, would bring about is some- 
what more difficult; but it is held that 
neither wages nor interest rates so 
behave as to produce full employment, 
Workers hesitate to accept reductions 
in money wages for a variety of reasons 
—trade union tactics and basic human 
motives, in particular, are stoutly op- 
posed to wage cuts. As a consequence 
unemployment does not produce a 
uniform bidding down of wages. But 
there are grounds for doubting that, 
were wage rates reduced, it would help. 
Aside from the fact that wage reductions 
under modern conditions are likely to 
be jerky and destabilizing in themselves, 
the cutting of wages has larger effects. 
Rather than producing lower costs 
relative to prices, they may lower costs 
and at the same time produce a cor- 
responding diminution in demand. The 
result is that profits as a whole*® are no 
improved and things are not change 
for the better.* In other words, there 
is a tendency here to accept the position 
on wage cutting which the layman, not 
to mention the trade unions, has long 
accepted. The upshot of the argument is, 
first, that wages show no strong tend- 
ency to move downward when ther: 
unemployment in accordance with the 
textbook pattern; and second, that it 
would not help matters (directly) if they 
did.® 

Even though wage behavior produces 
no tendency toward full employment, 
a correct interest-investment behavior 
might save the day. For, to simplily 
matters, everything that is paid out in 


have been omitted from this discussion. It is possi- 
ble, for example, that wage cuts may have a favora- 
ble effect on profits, and ovtput before they have 4 
depressing effect on demand and output, in whi 
case the drop in demand might not materialize 
While I personally doubt the likelihood of this 
questions of timing are relevant and some wi 
insist, with reason, essential. 








Ime- 

that 

SO 
1ént 


tions 





Fiscal Policy and the Employment-Investment Controversy 27 


production of an article must be 
spent or not spent—1.e., saved. 


were promptly reinvested in the 
short period, then the expenditure 
t correspond over a longer period to 
value of the bill of goods produced. 
ler such circumstances, wage be- 
ior could be very bad by the text- 
standards and the economic system 
1t work very well. But it is also 
-d that the interest-investment be- 


4 


\ 


vior conforms to the ideal which 


produce a tendency to full 
yyment. 
discussion at this stage has been 
complex—and complicated un- 
irily by a new and (in my view) 
essary set of definitions of saving 
investment. The essence of the 
er, in old-fashioned terminology, 
people and firms tend to spend 
than their income for a variety of 
[hey may spend less in order to 


and receive interest; but also 
ise they want to keep money on 
for emergencies, or because they 
imulating depreciation reserves, 
ecause they do not adjust expendi- 
regularly and some increase in 
may leave them with an idle 
eon hand. Saving, in other words, 
geared closely to the investment 
se savings. It may increase without 
on to its investment, which means 


t firms are left with unsold goods and 
n are unemployed. Whereas the rate 


nterest was once held to relate the 


emand for investment to the supply of 
ings, and so investment of savings 
ld be assumed, it is now argued that 


rate of interest relates all the differ- 


as elsewhere, it will be apparent to the 
illy minded reader that I am not expressing 
of the leading participant in the con- 
. Mr. Keynes considers the rate of interest 
rmined immediately by the demand of 








the savings of one short period of 


ent types of demand for loan funds, 
including for investment, to the sources of 
supply including saving, and therefore 
there is no close relation between savings 
and investment by the old definitions.® 

Finally, it is argued that an upward 
tendency in employment and incomes 
will cause people and firms, for various 
reasons, to allow their savings to run up 
faster than their expenditure. Without 
assurance that savings will be invested, 
this means that a movement toward 
increased employment means decreased 
spending relative to that employment 
and this checks the increase. ‘The reverse 
acts on the downswing—people even- 
tually contract their savings instead of 
their spending—and so we hang half 
way between very good times and very 
bad times; we remain suspended in the 
middle air of the Chinese philosophers. 

There is a little more to the argument. 
Essentially the textbook analysis held 
that savings and investment were related 
to each other through the interest rate 
so that any diminution in spending 
because of saving was immediately 
translated into a compensating increase 
in spending as the result of lower interest 
and more investment. When, however, 
interest is not determined by the supply 
and demand for savings, the connection 
is broken and increases in saving do not 
bring compensating increases in invest- 
ment. There might still be an escape 
from difficulties, however, had the 
interest rate a tendency, over time, to be 
very low while, also over time, there 
existed favorable prospects of return 
from construction of capital goods; 
i.e., the extra or “‘marginal” efficiency 
of more capitalistic production over 


those who wish to hold money in relation to the 
supply of money. My discussion is based on a more 
general formulation, simply because it seems much 
more nearly adequate. 
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present methods was relatively high. 
Mr. Keynes has attempted to place the 
final clinches on his argument by assert- 
ing the opposite to be true. He asserts 
that there are certain institutional 
forces—including, in particular, risk of 
loss—which keep long-term interest rates 
from falling below a certain minimum, 
perhaps about 2%. At the same time, as 
countries elaborate their capital equip- 
ment in all directions, and as pioneer 
expansion and population growth comes 
to an end, the opportunities for profita- 
ble new investment shrink and the 
prospective returns thereon, with risk 
accounted for, do tend toward zero. In 
the long view there is held to be a 
tendency toward a progressive diminu- 
tion of investment because it does not 
earn enough to pay interest. 


The Consequences of Unemployment 


This is not the whole argument, but 
it is the heart of the matter. The further 
debate has very largely concerned itself 
with the specific formulations of interest 
and wage behavior which have been 
held to accompany insufficient invest- 
ment and unemployment. Somewhat 
less attention has been paid in the later 
and more refined stages of the contro- 
versy to the really important question 
of whether, in fact, an equilibrium with 
unemployment is a fair conclusion to be 
drawn from the situation as it exists.’ 
A case, and I think a good one, can be 
made out for the view that an equi- 
librium with unemployed men and 
wasted and unemployed capital re- 
sources is the norm of our economic 
system—at least now that it has no 
more natural frontiers to cross and no 
more geographical pioneering to do.° 
7 Professor Alvin H. Hansen has been the notable 
exception. Cf. his Full Recovery or Stagnation (New 


York, W. W. Norton & Co., 1938). 
§ For my own part I am inclined to put much more 


The conclusion has the merit, in any 
case, that it is supported by at least one 
and perhaps two decades of practical 
experience with unemployment. The 
important point, however, is that once 
this view has become a reasonable 
ground for debate a great deal more 
also becomes reasonable too. A number 
of things which are otherwise for pure/) 
economic reasons unsound now become 
reasonable for purely economic reasons 
The next task of this paper is to con- 
sider certain of the consequences for 
economic policy of the view that unem- 
ployment or underemployment is th 
normal condition in a modern economy 
Four consequences stand out as follows: 

1. Given a normal situation of unem- 
ployment a basic decision must be made, 
first of all, whether the unemployed 
labor is to be used. As a community we 
have the choice between considering 
new action which will employ workers 
and exploit unexploited investment 
possibilities or accepting idleness. We 
do not have the alternative of asking o1 
expecting private enterprise to ‘“‘re- 
absorb” the idle men and funds. That 
given the premise, is no longer the 
normal course of affairs. 

2. If we choose to employ idle men 
and to invest otherwise unspent funds, 
it is a government responsibility to 
bring this end about. The government 
cannot logically place upon private 
enterprise the responsibility for unem- 
ployment if full employment is not 
normal achievement of private enter- 
prise. Likewise, if full employment as 2 
normal situation is denied, the govern- 
ment cannot logically be criticized for 
making efforts to achieve this end. I! 


+} 


emphasis on the disappearance of the frontier and 
the bounding optimism (and investment) of the 
nineteenth century than upon the more theoreti 
attempts at proof. 
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‘aults in its responsibilities if it does 

t do so. 

3. If there are unemployed resources, 
-nd no inherent tendency for the econ- 
omy as organized to close the gap, the 
lines of action open to the government 
fall into two classes—those which may 
be termed indirect action and those 

h may be termed direct action. 
Under indirect action come the sorts of 
things which the government can do to 
break up the tendency to equilibrium 
with unemployment; direct action cov- 
ers actual provision of employment by 





while 


the State. 

[he possibilities for zndirect action 
center on manipulation of the interest 
rates.° By pressing down the rate of 

‘rest, through, for example, heavy 

chases of securities which leave the 

inks with large supplies of liquid 
nds, investment opportunities hitherto 
unexploited become attractive. The 
efects of this device are several. 
Economists have always been more 
mpressed by the effect of interest rates 
on investment than have those who 
tually make investment. Moreover 
ere are definite limits—set chiefly 
by risk considerations—below which the 
rate of interest cannot go. There is some 
evidence from recent experience that 
he interest rate can be at or near this 
nimum without any stimulating 
ect on investment and employment. 
Wage reductions remain as a second 
possibility for stimulating employment. 
pinion here is definitely divided. One 
ew, which I have already cited, holds 
that the effect of wage decreases is a 
rease in total spending and has no 
orable effect on employment. The 


$ is completely true only in closed economy; 
conomy such as that of the United States, 
‘*xports and imports are small relative to the 
nal income. I am omitting consideration of a 


of measures which might be classed as 
ct and which are less immediately related to 


net advantageous effect of wage de- 
creases, it is held, can only be to release a 
certain amount of money from daily use 
which will exert a downward pressure 
on interest rates—and this could be 
accomplished better in other ways. 
However, there are others who look 
upon wage reductions as having a 
favorable effect on the cost and price 
situation in the individual industry with 
a total effect favorable to employment in 
the economy. I doubt if it is worth while 
going further with the controversy, for it 
seems to me wholly academic. Workers, 
the most immediately affected party, 
have their own ideas and policies about 
wage reductions and for good reasons; 
they are not likely to be influenced by 
ivory tower judgments favorable to 
wage reduction or otherwise. As a 
consequence, it is practical policy to 
reason about wage policy, not as it 
might be but as it is. The policy of 
workers is against wage reductions and 
is likely to remain so. This means, in a 
democratic state, that wage reduction 
as an instrument of economic policy 
may not exist. In my judgment this is, 
in fact, no important handicap. 

Direct action amounts to public pro- 
vision of the investment necessary to 
close the gap between private employ- 
ment and full employment, or subsidy 
to private investment to the same end. 
Public subsidy to private investment is 
an old and established policy. In the 
nineteenth century United States the 
part played by subsidies of land and 
cash in the high level of investment 
of the period provides rich food for 
thought; it is barely possible that 
diminishing liberality in this respect 
the rate of interest. These measures include various 
proposals for taxing idle balances or idle money. 
The latter do have the effect of forcing a negative 
rather than a zero interest return on holdings of 


cash balances. 
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may be 
ment problem. However it is around the 
other direct action—direct 
public employment and corresponding 
expenditure—that most recent discus- 
sion has turned. Such public employ- 
ment has now been resorted to by every 
major economy—either deliberately as 
in the case of the United States, or for 
rearmament as in the Great 
Britain, or as a matter of long-standing 
practice as in the case of France, or by 


related to the present invest- 


aspec t of 


case of 


picking quarrels as in the case of Italy 
and Japan, or for wholesale warlike 
mobilization as in the case of Germany. 
It must be observed that in the PWA 
and the WPA we have, quite clearly, 
the public 
employment practices of our neighbors. 

The amount of public employment 
something ap- 


through 


improved somewhat on 


required to achieve 
full 


direct action is by no means coordinate 


proaching employment 
with the amount of unemployment in 
the absence of such action. It is almost 
certain to be much smaller. The con- 
struction of a road, for example, has a 
favorable effect on private employment 
in the concrete and road machinery 
the consumer 
the publicly 
employed builders spend their 
wages. ‘The the multiplier 
effect of public employment unques- 


industries, but also in 


ror ids industries where 
road 


value of 


tionably varies a good deal from one sit- 
uation to another; it depends a great 
deal on the ease and optimism with 
which businessmen view the provision 
ol public employment. 

4. The final consequence of unem- 
ployment—and public intervention to 
it—is the prospect of an un- 
balanced budget and an_ increasing 
public debt at least for certain extended 
periods. ‘Theoretically a tax system 
could be imagined which would tap 
that income, the non-expenditure of 


prevent 


justify. 
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which chokes off an upward movement 
in employment. This, I believe, amount; 
to little more than saying that taxation 
could be much better designed than a; 
present to promote employment. It 


also possible that a high level oj 
employment might again engender 
enough private investment to make 


possible a compensating decrease in 
public debt. But private investment 
means private debt creation. Just 
public support of employment means 
increasing public debt, so active capital 
financing and good private employ- 
ment means that corporate and private 
debts are growing. It is a case of one 
the other. Debt and (active) capitalis: 
are indissoluble partners. 


The Questions of Danger 


In the public debate over gover: 

ment spending for employment n 

of the above issues have been secondar\ 
Interest has centered not on _ publ 
employment as an alternative to unen 
ployment but on certain further effect 
of public employment and consequent 
fiscal policies. Most people have worrie 
about the possibility of inflation, of th 
bankrupting effects of an _ increasing 
public debt, and of a possible drying 
of the resources for private investment 
The ‘dangers’? may 


examined in turn. 


several now be 


Danger 1. Inflation. One is tempted to 
dismiss inflation more quickly than t 
would appeai 
there is all-round 


discussion 
For, while 
unemployment of men and materials 
inflation is clearly out of the questi 
A factory which is running at 60‘ 
capacity with an idle reservoir trom 
which to draw men does not boost | 
prices appreciably—perhaps not at all 
when it gets orders which increase 
operations to 70%. It may not advanc 


public 


~ 
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_ if labor is still available, when it 
-s the point where it must enlarge 
All-round unemployment means 
the nation’s productive resources 


but partially used. The effect of 


employment is to increase their 
ind the effect is on use rather than 
prices.!® Inflation in any practical 


nition signifies rapidly advancing 


es. General unemployment and 
yn cannot occur together under 
1al peace-time conditions. 
experience of the last decade 
es this reasoning. We have had 
lanced Federal budgets ever since 
1931.1! and forecasts of inflation 
ippeared with the same seasonal 
irity as Christmas! Yet of inflation, 
ymmonly understand it, there aas 
none. Unbalanced budgets have 
he prelude to inflation in war- 
lution-wrecked countries where 


Lcd 


productive plant and labor force 
country was shattered or over- 
d. An inflation has never coin- 
| with peace-time unemployment 
epression. 
| employment is approached, the 
lity of inflationary price increases 
irise. Such price increases will 
occur irregularly, and to some 
they are desirable. Increasing 
provide a stimulant to private 
ment and enable a reduction of 
responsibility. Moreover, price 
ces are caused by bottlenecks in 
stem, and the increased prices are 
nly very sure corrective of the labor 
material shortages which are the 


tlenecks. There are limits, however. 


itive price increases can and do 
unsatisfactory consequences, aS 
iltural prices—since agriculture tends al- 


perate at capacity—will increase. But farm 
eases are Certain to be ardently desired at 


igh in the early years while total public 





everyone recognizes. Government spend- 
ing and employment must be sufficiently 
flexible so that its pressure can be 
removed from the markets as the occa- 
sion demands. The withdrawal of public 
purchases of men and materials 1s, 
however, unquestionably a ticklish busi- 
ness. There is danger that it may not be 
done, and there is danger that it be done 
too suddenly. A period of expansion 
can be reversed just as easily, perhaps 
more easily, than it can go too far. 
Indeed, the question of whether a 
business expansion can be effectively 
slowed down without causing it to 
reverse its course is one of the riddles 
of monetary and fiscal policy. ‘The sharp 
tapering of (net) public expenditure in 
1936-1937!" and the sharp _ business 
setback in the autumn of 1937 indicate 
the danger. 

Although the first effort erred, per- 
haps, on the side of caution, I have no 
intention of minimizing the difficulties 
and dangers in the other direction 
should we go far enough with public 
investment to approach full employ- 
ment. Work that seems useful is always 
likely to seem worth continuing, par- 
ticularly to those who are doing it. Some 
of the reduction in a well-designed 
public investment can come automat- 
ically through departure of workers to 
private employment but not all. 

Danger 2. The Public Debt. Among 
those disposed to use the resources 
of the government to maintain employ- 
ment there appear to be two schools 
of thought on the matter of public debt. 
Those who view the problem of unem- 
ployment primarily as a problem of the 


investment, including all levels of government, was 
decreasing. 

12 Cf. Arthur D. Gayer, “Fiscal Policies,’ American 
Economic Review, Supplement, March, 1938, p. 107. 
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business cycle argue that, over a period 
of time, there is no reason for supposing 
that the debt will increase. During the 
depression the budget would be un- 
balanced and the national debt would 
expand, but during periods of prosperity 
the government would expect to over- 
balance the budget and make a cor- 
responding reduction in the _ public 
debt. ‘The budget would be in balance 
over the period of the cycle. If on the 
other hand unemployment is viewed as 
the result of an equilibrium or normal 
situation in which private investment is 
insufficient to employ all workers, then 
with public employment the _ public 
debt will increase. For my part, I am 
inclined toward this view of the long-run 
effect of public employment on the 
public debt. 

The question of the danger of an 
increasing public debt must turn largely 
on the differences between public debt 
and private debt. For, as already sug- 
gested, full private employment means 
active capital financing and increasing 
private debt. The process is not usually 
considered dangerous; in fact and with 
reason we have come to look upon it as 
the szne qua non of smoothly functioning 
capitalism. 

When the debts are all held within 
the country there are, in fact, substantial 
similarities between the public and 
private debt. In both cases one group of 
citizens commits itself to transfer income 
13 One important difference between the public and 
private debt is that the private debt can periodically 
be reduced by default. Rather regularly in the 
history of the United States and perhaps somewhat 
less regularly in other countries, fixed charges have 
been checked and even written down somewhat by 
widespread failures and bankruptcy. For institu- 
tional reasons (we demand a higher capitalist 
morality in public than in private affairs) default 
cannot be considered as a device for keeping down 
the public debt. As a result, the public debt has a 
degree of permanence not associated with private 
loans. However, default as a device for keeping down 
private debt has its disadvantages; bankruptcies 


in the future to another group, and jp 
each case the paying and receiving 
groups overlap considerably. Corpora- 
tion stockholders who repay a bond issue 
repay it to themselves more or less as 
corporation bondholders; government 
bondholders are paid off in some 
considerable part by income tax col- 
lections upon themselves. '* 

The long-time burden of the trans. 

fers caused by an increasing publi 
debt also poses the same problem as the 
burden of transfers from a long-time 
increase in the private debt. In both 
cases it is a question of the increase in 
the interest costs relative to the increase 
in the total income from which the 
interest is paid.’* And income depends 
in turn on the volume of investment, 
either public or private or both. ‘Thus 
it is well recognized that during periods 
of active private capital financing the 
burden of fixed charges upon enter- 
prises does not increase; the burden 
comes when borrowing and investment 
are less active and when the volume of 
income has been unfavorably affected 
as a result. The same is true of the public 
debt. As members of a capitalist society 
we are still a bit afraid of one of its 
important features; namely, that it 1s 
investment and debt-creation which 
produces the income that keeps the debt 
from being burdensome. In this con- 
nection, it should be noted, the fact 
that private indebtedness is “‘self-liqui- 
and failures have an unquestioned dislocating 
effect of their own. 
'4The fact that the government must invest t 
maintain employment presumes itself, as I have 
earlier suggested, that the rate of interest will be at 
or near the minimum. The coincidence of unem- 
ployment or public employment and very low 
rates of interest in recent years suggests tha 
two do in fact go together. This means that the 
volume of transfers on account of the public debt 
service, for any given public debt, will be n 
smaller than, for example, at interest levels o! 
immediate postwar years. 
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while much public debt is not, 
ably not of much importance. 
uidating debt is self liquidating 


hen income as a whole is favor- 


too becomes burdensome when 
and business activity slump. 

ideal economic state for those 
ar debt would be full employ- 
yptimum output, and no debt 


ion of any kind. We have never 


1 such an ideal economy, so there 
hesitation over accepting the 
hich private enterprise must 

ly create in order to provide 


rly 
Aily 


mployment and, incidentally, liqui- 


past borrowing. If we are so far 
the ideal that not even private 
ment is sufficient to maintain 
ment and income, then it is 
ble that we should not worry too 
ibout the indebtedness from sup- 
itary public investment directed 
the same end. Naturally he 
be a bold man who would 
to pass the final word on such 
but the real problem well may 
it business activity and income 
tion would be like without this 
investment. Or, more positively, 
ilways the important question of 
er we are getting the best for the 


expenditure. 


r 3. Combetition for Investment 
The argument that public 
wing and investment dries up 
es which would otherwise be 
ble for private investment is not 
founded. True, when men and 


irces are fully employed, govern- 


borrowing and expenditure must 
the use of men who by definition 
otherwise be used in private 


loyment. The public employment, 


ustified, must be more useful than 
roduct of private industry. When 
unemployment, public employ- 








ment implies the use of men and 
materials which would otherwise be 
unemployed or unproduced. Private 
enterprise has the same unemployed 
reservoir upon which to draw. Certainly, 
no company has refrained from borrow- 
ing in recent years because government 
competition has forced up the rates of 
interest. Or to go more nearly to the 
root of the matter, it is doubtful, save in 
isolated cases, if private investment has 
been restrained in recent years because 
the government has bought up the 
available men and materials. Lack of 
clear profit prospects, and doubtless 
also fear and dislike for new conditions, 
are more reasonable explanations of the 
decline in private investment. 

On the other hand, government 
investment does compete with private 
investment for investment goods if full 
employment is reached. ‘The orthodox 
view of public finance is entirely valid 
under such circumstances and, in fact, 
for the reason that it assumes full 
employment. Thus government spend- 
ing, because it is subject to control, 
must make way for private investment as 
full employment is reached. 


Summary 

There is a presumption from con- 
temporary economic analysis that the 
economic system does not tend, even 
apart from cyclical disturbance, toward 
a position of full employment. The 
conclusion is an important one for the 
student of public affairs. It means, 
unless the fact of unemployment is 
accepted, that the measures taken in 
recent years to provide public employ- 
ment are not a temporary attack upon a 
temporary misfortune. It means that 
such measures may well have a per- 
manence suggested already by our six 


years of experience. 
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It has been supposed quite widely, I 
think, staving off disastrous 
unemployment by public expenditure 
we have invited larger public disaster 
which has the sole virtue of being in the 


that in 


future rather than the present. In 
examining the anatomy of this disaster 

inflation, an increasing debt, and the 
using up of resources—I am disposed to 
reach a more favorable conclusion. To 
many, I am afraid, it must seem sus- 
piciously optimistic, for in the United 


States we are deeply conditioned in the 
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belief that only the pessimist is profound 
and the optimist is inevitably a shalloy 
fellow or, worse still, a crackpot. | 
have suggested that certain of th 
dangers of public expenditure have bee: 
misconstrued; that a continuing publi 
investment for the maintenance 

employment may be little more than a 
duplication of the debt and employ. 
ment-creating accomplishment of capi- 
talism in its heyday. For many, I am 
sure, the picture will be insufficiently 


gc OMY. 











' 
' 
' 
; 





rofi und 


shallow 
kpot. 


of the 


ve bee} 
- publ 


nce 





t 


vuments in 
nding are based on long-run secular 


ing the 


IS DEFICIT SPENDING PRACTICAL? 
BY DAN THROOP SMITH 


HE basic reasons advanced in 
support of government spending 
programs have changed greatly 
several years. First 


past 


posed as a depression remedy, def- 


spending was subsequently advo- 
| as a stop-gap measure to tide over 
depression though not to cure it, 


{ more recently it has been urged on 


1 quasi-permanent long-run policy. 
igh many of the current theoretical 


favor of government 


= 


ilyses rather than on the short-run 
clical approach, deficit spending as a 
ression remedy is still popular with a 


iderable group. The purpose of this 
er, accordingly, is to examine some 
irguments currently advanced in 

r of the deficit spending theory, 
as a recovery measure and as a 
-permanent part of a _ govern- 
t’s fiscal policy, and to point out 
ppear to be certain errors in these 


ip. 


ruments and dangers in the policy 


Ail 


OSset 


theory 

be examined in two respects. 
must first consider the diagnosis of 
difficulties of the economic system 
h seem, to some, to call for govern- 
the diagnosis is 


e government spending 


spending. If 


*~pted, in whole or in part, one must 


ippraise the value of the remedy 


ribed. One must not accept the 
for spending as proven, merely 
iuse it seems firmly established from 


of these two approaches. Though 


‘may be inclined to accept the pro- 


tory one for a 


‘d spending 


satis- 
further 
that the 


solution as a 
problem, 
indicate 


stigation may 


20 


problem itself does not actually exist. 
Or one may agree that a_ serious 
maladjustment does exist in the eco- 
nomic order, but still not accept govern- 
ment spending as the solution, because 
the spending is found to be immediately 
abortive, because it is self-defeating in 
the long run, or because, though it 
actually remedies one defect, it leaves the 
economy with other problems equally 
or more serious than the one apparently 
removed by the spending. 


Spending and Investment Outlets 

In general terms, the arguments for a 
government deficit policy rest on the 
proposition that there is inadequate 
private spending in the economic sys- 
tem. The operation of our economy 
may be briefly described as follows. 
In the production of goods and services 
various costs are incurred. These costs, 
together with any profits, constitute the 
current incomes of the various members 
of the economy and indicate the extent 
to which capital resources have been 
used up in production. There is then, 
arising in the productive process, a 
flow of goods and services and a flow 
of income and funds to replace and 
maintain capital investments. In equi- 
librium, all of the funds will be used to 
buy all of the and services 
produced, or, viewed in another way, 
all of the goods and services will be sold 
at prices which just call for the expendi- 
ture of all of the funds provided. A 
boom is characterized by total spending 
in excess of current incomes, leading to 


goods 


Note: The writer wishes to acknowledge his indebt- 
edness to Mr. James W. Culliton for valuable sug- 
gestions on certain parts of this paper. 
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rising activity, prices, and profits and 
possibly an unstable position of over- 
expansion. A depression is characterized 
by inadequate spending, such that all 
goods produced cannot be sold at a 
normal profit. This in turn leads to 
price declines, attempts to reduce in- 
ventories, and a disinclination to main- 
tain and replace plant, all of which 
cause income to be decreased, with a 
cumulative decrease in spending. 

There is little reason to doubt that 
inadequate spending is a characteristic, 
if not a cause, of our depressions. It by 
no means follows that the inadequacy 
is of such a sort that an increase in one 
particular type of spending, govern- 
ment spending, will solve the difficulty. 
This aspect of the problem will be 
considered in detail later, when the 
value of the proposed remedy is ap- 
praised. But, though the diagnosis of 
inadequate spending of one sort or 
another can be accepted as a phenom- 
enon of depressions, it is not at all clear 
that inadequate spending is a long-run 
feature of our economy. 

The long-run analysis advanced by 
the spending proponents is in terms of 
savings and the possible uses or outlets 
for these savings. It is believed by many 
that there will be inadequate uses for the 
probable future savings of the country. 
It can be agreed generally that a con- 
tinuing excess of savings will exert a 
force on an economic 
overcome in 


deflationary 

system which 
some way if we are to have sustained 
recovery. The evidence presented to 
date, however, is by no means conclusive 


must be 


in demonstrating a probable excess of 


1E£. G. Nourse and Associates, America’s Capacity to 
Produce; M. Levin, H. G. Moulton, and C. War- 
burton, America’s Capacity to Consume; H. G. Moulton, 
The Formation of Capital and Income and Economic 
Progress (Washington, The Brookings Institution). 
Cf. H. G. Villard, “Dr. Moulton’s Estimates of 


savings Over investment opportunities 
as a normal feature of the next genera- 
tion. There have been several statistica] 
studies of future capital needs, but they 
are inevitably less accurate than those 
of past savings and uses of capita! 
Many assumptions as to new industries, 
average capital investment per active 
worker, and shifting and growing con- 
sumer demands for different consumers’ 
goods and services have to be made in 
estimating future capital needs; the 
range of variation and of probable 
error in estimates based on the varying 
assumptions is great. 

It does true that 
progress in the future will depend, to a 
greater extent than in the past, on the 
development of intensive margins and 
on producing and selling new products 
producing more 


seem economi 


rather than on 
old-established products in old-estab- 
lished ways for growing populations 
The need for ingenuity in developing 
and marketing new products is great 
the needs for flexibility and unhampered 
initiative are equally great. No statistical 
summary of future capital demands 

available or can be prepared. But those 
who contend that recent changes in ou! 
economy are not sufficiently funda- 
mental to require government inter- 
or reduce 
thrown on the 


vention to absorb EXCESS 
savings must not be 
defensive merely because they canno 
produce evidence of adequate privat 
outlets for capital. Technical develop- 
ments in new products and new methods 
seem to indicate a great field for new 
capital and more rapid replacement 0! 
old capital and to foretell a more 


Saving and Investment,’’ American Economic Revie 
September, 1937, pp. 479-489. For a later studs 
Simon Kuznets, Commodity Flow and Capital Formation 
(New York, The National Bureau of Econom 
Research, 1938), Vol. I. 
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mic, though perhaps a more pre- 
isly balanced, economy in the 
But these new demands cannot 
dded in anticipation into a lump 
an annual quota. Those who 
the intervention must prove their 
to justify a change from past 
ice, and this proof has yet to ap- 
[he undesirable burdens on 
itive and national and international 
lties on risk-taking during the past 
have been sufficiently great 
explain our failure to secure a sus- 
ed ret overy. 
urrently one hears much discussion 
cent fundamental changes in our 
omic order: we are said to be living 
time when all economic frontiers 


have disappeared; we have a mature 
etv, a finished world. The evidence 

of this alleged final culmination of the 
conomic order is usually found in 

the past 10 years or, by some, in the 
tire postwar period.” These 10 or 20 
irs have been notable for the eco- 
dislocations caused by the War 
subsequent political developments. 
aftermath of the War led to dis- 
turbancesin currency and credit systems, 
war demands had led to over- 
insion in some industries and some 


countries while deferred demands in 


fields during the War were fol- 
| by overexpansion during the 
<t decade. During the last 10 years 
ive had a succession of changes in 
ional currencies and restrictions on 
rnational trade. We have had new 
experimental government policies 
ng all aspects of our economic 


em. We have had during some of 


ume, rightly or wrongly, a feeling 
sinessmen that the profit system 


which they all operate was itself 


1 V. Gilbert and others, An Economic Pro- 


{merican Democracy (New York, The Van- 
Press, 1938), pp. 15-40. 








subject to attack by political administra- 
tions. In view of all these disturbing 
factors, it is no wonder that we have not 
reached stability at a high level of 
activity. Present armament booms in 
most countries foretell future difficul- 
ties in maintaining stability. When one 
hears that subtle fundamental changes 
in our economic system are responsible 
for our continued failure to have a real 
recovery, one must remember all of the 
immediate and obvious forces leading 
to instability and curtailment, forces 
quite adequate to account for all of our 
difficulties. 


Government Spending to Remedy Deficient 
Private Spending 


But, even if one is convinced that 
excessive savings may be expected in the 
future, government spending is a highly 
questionable remedy for the difficulty. 
In fact, it may make the difficulties 
greater instead of removing them. The 
following questions may be raised with 
reference to a spending program either 
as a depression remedy or as a long-run 
policy. In its simplest terms, the prop- 
osition advanced is an attractive one: if 
private spending is inadequate, the 
government can and should spend more 
to offset the deficiency in whole or in 
part. But one cannot assume _ that 
when a government adopts a deficit 
policy everything will be just as it other- 
wise would have been except for the 
additional funds first spent by the 
government and then used by the suc- 
cessive recipients of them. Such an 
analysis implies a mechanical, auto- 
matic system, when what we actually 
have is one in which individual human 
decisions determine how much and for 
what money will be spent. A deficit 
policy may greatly modify the decisions 
of many people on their own uses of 
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their own funds. In brief, the govern- 
ment spending policy seems to proceed 
on an “all other things being equal” 
assumption, and that assumption here, 
as so often elsewhere, is not valid. 

A complete analysis must consider the 
repercussions of the government policy.® 
To find the true net effect of a program 
we must concern ourselves not only with 
direct effects but also with indirect, 
collateral effects which may more than 
offset the advantages of the direct 
effects. his is a very difficult thing to 
do, because so many forces are at work 
influencing economic developments that 
it is virtually impossible to isolate the 
effect of any one force as a deficit or a 
tax. A situation is the result of a whole 
set of circumstances which reinforce 
and nullify each other in ways that can- 
not be precisely determined. No specific 
weight or importance can be assigned 
to a single force, as, for instance, a bil- 
lion dollar deficit, and each force 
probably varies in importance as the 
other forces with which it is combined 
vary. 

The effect of a deficit would seem to 
depend, among other things, upon the 
type of expenditure financed by it, 
upon the time it is expected to continue, 


upon the recent financial experience of 


the country, and upon the political 
atmosphere in which the deficit occurs 
(whether there are associated with it 
attacks on business and profits). A 
continued experience with deficits which 
do not produce sustained recovery, as in 
this country, or a recent inflation and 
collapse, as in continental European 
countries, is likely to make a deficit a 
matter for concern and anxiety. And, 
if there is disbelief in the benefits of a 
deficit, then the new money spent by the 
3 See C. Bresciani Turroni, “The ‘Multiplier’ in 
Practice: Some Results of Recent German Experi- 
ence,” Review of Economic Statistics, May, 1938, pp. 


government may well be more than off- 
set by additional withdrawals of private 
money which would otherwise be spent. 
Likewise, if consumer incomes do ip- 
crease immediately as a result of the 
deficit, business may anticipate that the 
increase is temporary and refrain from 
long-term commitments. ‘The important 
things to look for are what changes 
people make in the use of other funds. 
Though we cannot determine precisely 
how important a deficit may be in 
determining people’s decisions on how 
to spend, and how much to spend, we 
must nevertheless give full recognition 
to the way in which deficits and spend- 
ing may produce repercussions more 
than offsetting the apparent benefits. 
With particular reference to govern- 
ment spending as a depression remedy, 
the analysis should run in terms of 
particular types of expenditure rathe1 
than in terms of spending in the aggre- 
gate. The inadequacy of spending in a 
depression, it is generally agreed, is in 
the field of capital goods. Government 
spending usually influences directly 
consumer incomes, with some purchases 
for public works projects of products 
from the industries making capital 
goods. It is contended that increased 
consumer income will lead to increased 
buying of consumer goods, which will 
call for increased production of them 
and lead ultimately to business spend- 
ing for capital goods to expand plant to 
supply the new needs for consumer 
goods. But here again we have an 
assumption of relatively simple mechan- 
ical relationships. Consumer income 
arises primarily out of the processes 
the production and distribution 0! 
goods and services. Therefore, if private 


Y 
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spending decreases by as many dolla! 
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76-88, for a discussion of the repercussions of govern 
ment spending in one country at one time. 
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; government spending increases (and 
t takes only a very small proportionate 

crease in private spending to offset 
. large proportionate increase in govern- 
ment spending), then on balance there is 
no net increase in consumer income. 
Furthermore, even if there is an imme- 
e net increase in consumer income, 
there may be enough flexibility in our 


| 


economic system in the form of idle 
icity, especially during a depression, 
to obviate any necessity of spending 


capital goods to provide consumer 
roods. Also, if there is an actual increase 
consumer income and spending but 
is believed that the demand is an 
tificial one dependent upon a con- 
uation of government deficits which 
nnot last indefinitely, business will be 
loath to make long-term capital com- 
mitments. In such circumstances busi- 
ness at most will make up deferred 
maintenance and build up inventories 
creating an artificial ‘‘boomlet’’ which is 
not likely to develop into a sustained 

overy. This seems to have been par- 
ticularly true in 1936 and 1937. 


The Burden of a Growing Government 
Debt 


An increasing national debt is an 
bvious result of a long-run deficit 
icy. The proponents of continued 
pending accordingly have sought to 
inimize or to eliminate entirely the 
ry natural fears occasioned by debt 

eases. [he contention is that the 


growing debt is not dangerous and in 


ct is not even burdensome, because 
e debts represent the assets purchased 
the borrowed money, and so long 


lehte - ace " me 
ebts and assets rise commensurately 


there is no net burden. Some writers 


4 } 


R 


hold that the total debt burden 


D 


Gilbert and others, op. cit., pp. 56-68. Cf. 
\. Musgrave, “Budgetary Balance and Capital 








in the country is the significant item, 
not the national government debt. 
Therefore, if private debt decreases as 
rapidly as government debt increases, 
there is no net increase in the debt bur- 
den. It is the opinion of the writer that, 
though many of the arguments in 
favor of government spending may be 
valid at certain times, the attempts to 
ignore the burden of the debts thereby 
created rest upon false analogies and are 
in general altogether insupportable. 
Government and business debt are 
stated to be substantially the same thing, 
when the government debt is viewed as 
the counterpart of growing public (gov- 
ernment) investment which is deemed 
to be productive.‘ If ‘‘productive”’ 
investment were used in a restricted 
sense, referring only to quasi-commercial 
undertakings, the analogy would be 
valid. But productive investments, as 
defined by the spending advocates, 
include subsidized housing, conservation 
projects, and education and_ health 
programs. These may be, and if prop- 
erly managed will be, truly beneficial in 
increasing the well-being of some or all 
people. They may add to the national 
income if it is measured in psychological 
units of satisfaction, and perhaps even if 
measured in dollars. But they yield no 
direct revenue increase, and the debt 
charges due to them must be met by general 
taxes. This is where the burden comes and 
the analogy with ordinary business 
debt breaks down. This is not to say 
that increased private debt is neces- 
sarily good or desirable, because private 
debts may be incurred unsoundly and 
even when sound may introduce in- 
flexibility into the economic system. But 
the fact that, in general, 
private debt represents the advance of 


remains 


Budget,” American Economic Review, June, 1939, pp. 
260-271. 
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capital useful in production; increased 
productivity presumably more than 
covers the debt charge, if the debt was 
wisely incurred in the first place. Public 
debt, on the other hand, provides funds 
for “investments” which will produce 
primarily spiritual and psychic income, 
if they will produce anything. Therefore 
the money income must be taxed to pay 
for more spiritual income, which we 
may consider as a social luxury. Unless 
we can look forward to living on 
spiritual income with no concern about 


money income, the substitution of 


spiritual for money income does impose 
a real burden, and the public debt 
which finances the spiritual income 
represents merely a need for future 
taxes which will be a burden on future 
production. An analogous situation in 
the realm of private economy would be 
that of an individual earning $5,000 a 
year who borrowed $100,000 at 5% 
interest to buy a work of art. He would 
then have an asset, and the asset would 
yield him psychic income, but the 
income can pay neither interest nor 
living expenses. Society as a whole, 
acting through the government, may be 
equally unwise in its uses of current and 
future incomes. 

The advocates of government spend- 
ing not only contend that a_ public 
debt is burdenless because it represents 
so-called assets; they also sometimes 
claim, as an entirely separate argument, 
that taxes to secure funds for interest 
payments on a domestic debt are no 
burden because the money taken from 
some is paid out to others.® The validity 
of this proposition depends upon just 
what is meant by the word “burden.” 

From the standpoint of a country as a 
whole, payments on a domestic debt, 
as contrasted to a foreign debt, do not 
give people outside the country a claim 
5R. V. Gilbert and others, op. cit., pp. 66, 68-72. 


against part of the current national 
income. This distinction between do- 
mestic and foreign debts was stressed 
during and after the last war and may be 
responsible for the more recent claim 
that a domestic public debt is burdea- 
less. The mere fact that foreigners are 
not given a claim against current in- 
come by no means proves, however, 
that a domestic debt does not impose a 
burden in some sense upon a country 
The very imposition of taxes to meet 
debt charges means that the ultimate 
payers of the taxes have less to spend 
and to save than they otherwise would 
There is then in the first instance a bur- 
den imposed through the necessary 
taxes. But the funds taken from some ary 
turned over to others so that the total! 
available for spending is maintained 
The critical fact is whether this payment 
to debt-holders nullifies the burden im- 
posed on the taxpayers. The following 
line of analysis seems to indicate that 
this is not likely to be true for several 
possible reasons. 

The taxation-expenditure process pre- 
sumably changes the distribution of th: 
national income; some have less, others 
have more. Any change in the distribu- 
tion of the national income may w 
influence its size either favorably 
adversely depending on the nature 
the change and the attending circum- 
stances. A change in distribution caused 
by taxation is likely to have a restricting 
effect if the taxes are of a sort which limit 
enterprise and the use of capital. Such a 
restriction would be clearly a burden on 
a country. 

It is, however, possible that the exist- 
ence of debt charges and taxes may not! 
change the distribution of the national! 
income. This would be true if the taxes 
imposed to meet debt charges were 
paid by each recipient of interest on the 
debt to the extent of his interest. In this 
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_ the process of meeting debt charges 
iid not mean that the government 
transferring part of the current 
ome from some people to others but 
‘ly that it was taking funds from 
in taxpayers and returning the 
ne amount to the same taxpayers in 
ir capacity as debt-holders. But 
even in such an extreme situation it 
eems likely that the transfer “‘from one 
t to the other’ of the same in- 
dividual might have depressing effects 
the national economy. The propor- 
ion of one’s income taken by taxation 
eems to many to be an important factor 
fluencing the willingness to make 
capital commitments and to engage in 
isiness ventures. Compare the position 
: man with an income of $20,000 a 
r, subject to a tax of $2,000, with that 


O] 


he same man with $30,000 a year, of 


ch $10,000 is interest on government 
curities, with the whole income subject 
to a tax of $12,000. The 40% tax rate in 
the second instance, compared with 
the 10° rate in the first, leaves the 
dual with the same net income. 

In that objective sense the additional 
s burdenless. Subjectively, however, 
taxpayer is likely to feel burdened by 
having to give up a greater proportion 
his income. And the whole economic 


mplete analysis of this problem is highly 

x because of the various possible assumptions 

i t what would have occurred if the debt, 
is the subject of discussion, had not been 

ed in the first place. The full range of alterna- 
innot be explored within the limits of this 
Among the matters to be considered would be 

the government would have made the 
expenditures and financed them by taxes 

id of by borrowing, and if so, whether the 

s would have restricted consumption or savings. 
nust also keep in mind what would have been 
with the funds actually borrowed by the 
nment if it had not issued securities. These 
night have been spent for consumption goods, 

1 in private enterprise, or kept idle. They 

ght even not have come into existence, if the 
ernment debt was in fact financed by a credit 
nsion which would not have taken place 








system may be worse off because, to 
repeat, the individual is less likely to 
engage in new business ventures on 
account of the tax which absorbs a 
large part of any possible gains.°® 

There is a third sense in which the 
term ‘“‘burden’’ may be used; a sense 
in which the existence of a national debt, 
whether domestic or foreign, seems 
truly burdensome. It is self-evident that 
tax revenue used to meet debt charges 
cannot be used for current government 
services. There seems to be a fairly 
definite limit to the percentage of 
national income which can be taken by 
taxation without seriously restricting 
economic activity. Though this limit 
is not constant but varies with the 
existing circumstances at different times 
and places, it is real and important. If a 
country is close to this limit, the fact 
that some of its taxes must be used to 
meet debt charges means that the 
government cannot engage in other 
activities which might be of great 
importance. The decision to incur 
debt thus restricts the range of choice in 
the future and imposes a burden on 
society to continue payment on the 
debt instead of being free to use all of its 
tax revenues on current services. This 
is not to say that debts may not be wisely 
without the government borrowing. From the fore- 
going considerations one should attempt to decide 
what the national income would have been if the 
debt program had not been undertaken. So many 
things might have happened if the debt had not been 
created in the first place that a generalization on the 
question of the burden of the debt in terms of its 
effect upon national income is unsatisfactory. An 
answer must be based on some particular set of 
circumstances, actual or assumed. It is not per- 
missible, here or elsewhere, for the advocates of 
deficits to assume that an increase in national 
income more than offsets the increase in the debt 
burden, because to do so begs the whole question 
Also the assertion that a payment on debt is burden- 
less because it involves a mere transfer, to which 
exception is taken here, is often made without 
reference to possible increases in the national 
income because of a spending program. 
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incurred. If the benefit from the expend- 
iture carries into the future, it is proper 
that the entire cost should not be a 
charge against current public revenue. 
It is hard to see wherein the future gains 
from much of the present ‘“‘make work”’ 
expenditures unless one grants that the 
program is helpful in maintaining our 
economic and social order, and that is 
the very point which is not proven. 

The spending proponents seem to 
assert, first, that the government deficits 
are necessary and useful as recovery or 
full-employment measures, and second, 
that even if they do not produce their 
desired results the deficit should not 
cause great concern because the result- 
ing debts are burdenless. In this paper 
certain objections have been raised to 
both of these propositions. One possible 
situation exists in which a growing 
public debt need cause no concern. 
If the borrowing provided funds which 
were spent and actually caused an 
increase in the national income, meas- 
ured in money, great enough so that 
existing taxes at existing rates brought 
in enough new revenue to cover debt 
charges, a case might well be made that 
the debt was burdenless. But to assert 
that this is a probable result is to beg 
the whole question. 


Debt and Private Investment 


One rather remarkable inconsistency 
arises in connection with the “‘burden- 
less debt” argument. Business secures 
funds for buying assets in other ways 
than by contracting debts. In fact, 
certain aspects of government policy 
have been directed to encourage busi- 
ness financing by other than debts which 
carry with them fixed charges. Original 
contributions by stockholders and re- 
tained earnings are the most obvious 
other methods of securing money to 


purchase assets. Therefore, it is not 
correct to infer from a reduction in 
private debt that there is a correspond- 
ing reduction in private assets which 
might be balanced by an increase in 
government debt and, as the argument 
runs, government assets. It seems par- 
ticularly unreasonable to encourage 
business to reduce debts to eliminate 
fixed charges and then to seize upon 
debt reduction as evidence that govern- 
ment spending and government debt is 
needed to fill the breach. 


Summary and Conclusions 


It will be noted that the objections 
and qualifications to the arguments in 
favor of deficit spending presented here 
are in some respects alternative to each 
other. The purpose of the foregoing 
discussion is not to present a case for or 
against spending but to stress the impor- 
tance of adequate analysis of conditions 
existing at any time, with a final judg- 
ment on the desirability of a deficit 
depending upon the circumstances. One 
can in theory draw up a set of conditions 
in which a deficit may be really helpful 
in stimulating a sustained business re- 
covery. A mere listing of some of the 
necessary assumptions makes one skep- 
tical whether in the real world we are 
likely ever to have that happy combina- 
tion of circumstances which would make 
a deficit produce its desired result. Will 
the general public reaction and, more 
important, the business reaction to the 
deficit be favorable? Will the spending 
occur at precisely the right time? Will 
the spending be in directions such that it 
will increase total production instead o! 
imposing burdens on private activity 
by raising costs or creating ‘‘bottle- 
necks”? Will private spending be in- 
creased instead of decreased as a result 
of the government deficit? Can the 
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rnment spending be curtailed at 


2 
be kept from creating a new 
of vested interests with disastrous 
al consequences? 
writer of this paper is_ by 


means opposed to all government 


its at all times. During future 
essions certain emergency relief 


i\ditures will be necessary, and 
iry tax receipts will decrease. 


eficit will then occur unless special 


are imposed. A deficit of this 
normally arising in the cyclical 
rs of a government’s financial 


rations may be helpful; it is likely 


less disturbing than a budget 
ce produced by new taxes imposed 


ng a depression. But this assumes 
idget balance over an entire cycle. 


There is danger of a too complete 
acceptance of the spending policy as a 
‘cure-all’? without recognition of the 
circumstances in which it may be useful 
and the conditions necessary to make 
it effective. An even greater danger 
exists in the possibility that we may 
become so involved in a consideration of 
the deficit policy that our attention will 
be diverted from other more imme- 
diately important problems and policies. 
During and after a depression, many 
aspects of our economic system need 
close attention and study if we are to 
adopt policies that will lead us to a 
sustained recovery. Too much attention 
to and discussion of the deficit policy 
may distract both experts and the 
general public from these other impor- 
tant matters. 

















SOLVING THE RELIEF PROBLEM 


BY CLARENCE O. SHERRILL 


N questions of public assistance 
to indigent unemployed the 
American people seem rapidly 

to be approaching the condition re- 
cently described by a well-known scien- 
tist as ‘“‘Reverting to the Dream World 
of Childhood to Escape the Dread of 
Chinking.’’ We know that the methods 
used in America to provide relief in the 
past ten years of depression have failed, 
for more than $13,000,000,000 in vari- 
ous forms of relief has been spent by 
government, and yet today our unem- 
ployed are practically as numerous as 
in the depths of the depression in 1933. 
We so dread to think clearly on this 
problem that, as conditions grow worse, 
no real effort is made to solve the entire 
public assistance problem except by 
throwing more billions into the pot with 


the gambler’s hope that luck will 
change. 
Public relief, therefore, has become 


the greatest problem facing the people 
of the United States today, and its 
correct solution will require courage 
of the highest order, especially in the 


executive and legislative departments of 


government, if the very economic stabil- 


ity of the country is to be preserved. 
We are even now in danger of fulfilling 
the prophecy concerning America made 


by Lord Macauley in 1857, as follows: 


I seriously apprehend that you (Ameri- 
cans) will in some such season of adversity 
as I have described do things which will 
prevent prosperity from returning; that you 
will act like people who in a year of adversity 
devour all the seed corn and thus make the 
next year a year not of scarcity but of 


absolute famine. 
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Granted that we have relief problems 
of staggering proportions which are stil| 
unsolved, that we are faced with the job 
of providing public assistance in some 
form to a considerable percentage of our 
total population indefinitely; and _as- 
suming, also, that money can be found 
to meet at least the minimum require- 
ments of the poor, the aged, and the 
handicapped, let us look for a moment at 
the machinery available to carry out this 
vast expensive program. 


The Machinery of Relief 


For generations the United States 
depended upon the municipality o1 
small community, together with lo 
private philanthropy, to protect th 
poor against hunger, disease, and d 
spair. Resources were not often acd 
quate to do more than palliative work, 
yet the lot of the poor in this country 
was considered fortunate in comparison 
with the poor of the older civilizations 

Under the poor laws in many states | 
is the mandatory responsibility of lo« 
political subdivisions to provide reli 
to all who are in a condition requiring 
it. This has been a provision of such 
laws from time immemorial. By reason 
of the failure or inability of the small 
community or municipality unassist: 
to provide relief for those in need, spec! 
categories of relief were later set 
which by law took certain recipients 0 
of the operation of the old Poor Law 
and gave them a more secure hold upon 
the appropriating authority. ‘These « 
gories included widowed mothers with 
dependent children, the needy aged 
ex-soldiers and ex-sailors, the blind, 











eli ned 


Solving the Relief Problem 45 


lifferent classes of the sick poor. 
exists a situation today in which, 
t counties of a state, six or seven 
rent types of public relief are given 
ublic funds by different authori- 
vith varying standards, and in 
amounts, to meet the same 
f need. 

citizen has to pay the bill. The 
n has a responsibility for the condi- 
erein and should demand more 
administration of his public 
greatest present need is correct 
tion. This embraces both funda- 
relief laws, and laws to coor- 
and correlate legislative and 
ve action to make it possible for 
vernmental agencies to pull to- 
r with some degree of efficiency 
economy and with some degree of 
lardization in the diverse, over- 

g public welfare programs. 
you ever stop to study just what 
ituation is in your community? 
many different standards of relief 
here, how many competent people 
ere on your public welfare staff for 
bs confronting them, and what has 


under the Social Security 


‘ram in your county in reference to 


} 


V\ 


o the blind, aid to the disabled, aid 
aged, and unemployment insur- 
\lso, just what is being done for 

various national 

rnment agencies, such as WPA, 

\, CCC, NYA, and the Surplus 


o dependent widows and children, 


needy by the 


mmoditvy Corporation? 


H 


veen direct 


il 


ive you thought of the difference 


the advantages of one over the 
My experience has been that 
employable persons and many 
ially employable persons prefer to 
their relief rather than to accept 


le. There however, be a 


must, 








relief and work relief 


considerable difference in pay between 
those on work relief and the workers in 
private industry, since there must be an 
incentive great enough to insure the 
desire of the worker to make the change 
to a real job as soon as opportunity 
presents itself. Industry is slowly absorb- 
ing the best trained young workers from 
all welfare and relief agencies, but the 
untrained and older worker, if receiving 
pay on relief equal to or near that of 
private industry, will be reluctant to 
make the change because of the un- 
certainty of the private job. 

Before the depression which began in 
1929, relief for indigent unemployed 
was not a serious financial problem and 
was largely the responsibility of private 
charity, with local government handling 
most of the totally disabled. ‘The cost of 
direct relief in 1923 was as low as 50 
cents per capita, while the cost of munic- 
ipal government ran from $38 to $40 per 
capita. In 1936 the relief load ranged 
from $23 to $38 per capita, in many 
cases equaling the total cost of all 
municipal government activities in 1923. 

In Cincinnati the cost of relief and old 
age pensions in 1923 was 4 cents per 
capita; in 19306 the figure had increased 
to $28 per capita. 

The first participation of the Federal 
government in the relief problem took 
place in 1932, when the Reconstruction 
Finance Corporation made small loans 
to states and localities for this purpose; 
later on canceled 
without repayment. Early in 1933 the 
Federal government began appropriat- 
ing for direct relief, and from that time 
through 1938 public expenditures for 


these loans were 


various forms of relief were approxi- 
mately $13,000,000,000. During this 
period the method generally followed 
was for the Federal government to care 
directly for unemployed employables 


through some form of work relief 
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program, of which the latest type is 
the Works Projects Administration. 
This is administered directly from Wash- 
ington through regional offices in each 
state and district offices in each local 
community. [The contribution to these 
Federal projects by the local govern- 
ments varies from 10% to 30% of the 
total cost. The cost of work under these 
projects usually runs from two to three 
times the total cost of the same work by 
contract, mainly because of the restric- 
tion imposed by the WPA on the use of 
machinery and the desire to give work 
to as many as possible at union wages. 

In addition to sharing WPA project 
costs, the local governments have cared 
for unemployables. Under this program, 
we find that during the ten years since 
the 1929 crash, relief has steadily grown 
until today it appears to have reached 
the status of a major continuing obliga- 
tion of national, state, and local govern- 
ment, with costs running near top 
figures. Moreover, there has been little 
indication of a comparable decrease in 
these costs when industrial activity has 
increased. In other words, the faulty 
policies pursued have built up a steadily 
growing number of perpetual relief 
recipients. 

A careful study should be made by the 
government to determine the funda- 
mental errors in relief policies in force 
up to this time, so that legislation can be 
adopted, both at Washington and in the 
states, to give a proper incentive to 
those on relief to search for jobs instead 
of refusing those offered. 


Federal and Local Reltef 


An example of conflicting policy is 
found in the wide difference in costs of 
relief as given by the Federal govern- 
ment and by local government. In 
1935 the cost of relief in repre- 
sentative cities per case (family) varied 


from $273 to $431 per year. The 
WPA cost per case in the same cities jp 
1936 and 1937 ranged from $795 to $888 
per year. In some cities the WPA cost 
per case runs from $870 to $1,160 per 
year. In Cincinnati the cost per case for 
direct and work relief under the City 
Relief Division during 1938 was $282 
per year, or approximately one-third of 
that under WPA. 

It should be remembered that this 
low cost in Cincinnati is an average 
of direct relief and city work relief 
costs. On the basis of the above figures 
it will be apparent that, should the 
Federal government turn back th 
administration of relief to the loca! 
communities, it would be possible to 
cut the total cost of relief to approxi- 
mately one-third of the cost per case 
paid by the United States on WPA. 
This would allow for the execution of 
worthy, useful projects by each com- 
munity in lieu of the present WPA and 
with a tremendous decrease in tax 
burden. 

The wide range of useful projects 
accomplished under the city work reliei 
in Cincinnati is indicated by referenc 
to the report of the Commissioner o! 
Welfare for 1938 which shows 28 dil- 
ferent city activities for which valu- 
able services were performed. These 
activities included work for such agen- 
cies as Highway Maintenance, Work- 
house Maintenance, Workhouse Garage, 
Sharon Woods Park, Lunken Airport, 
General Hospital, Avon Fields Golf 
Course, California Golf Course, Park 
Board tree planting program, Recrea- 
tion Field at Lunken Airport, Coy 
Play Field, C. & O. Play Field, Deer 
Creek Commons, Cincinnati Zoo, Com- 
munity Gardens, Glenview-Hillcrest 
Schools, University of Cincinnati, Ham- 
ilton County Home, Hamilton County 
Sanatorium, Commodity Division, Mc- 
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Kinley Park, Eden Park Pump House, 
rwenty-Seventh District School, rec- 
ition play streets and play parks; 
neral parks; recreation mobile units, 
rious recreation activities, white col- 
projects, and miscellaneous jobs in 
the administration of the Relief Divi- 
All of the above agencies were 
sisted by work that could not have 
been accomplished otherwise through 
cular budgets furnished and available 
the community. 

If such a change to the policy of han- 
g relief locally should be adopted 
the Federal government, excellent 
esults could be secured through simple 

gulations, promulgated by the Wash- 

gton bureau in charge, for the expend- 
iture of relief moneys by the localities, 
and also providing for an adequate local 
ntribution as well as state contribu- 
to the funds provided by the 

ernment, say, on the basis of 60% 
by the Federal government, 20% by the 
tates, and 20% by local taxation, 

nty or municipality. 

It is considered important that each 
tate and each community contribute 
as much as feasible of the funds for 
relief in order that the local and state 
legislative bodies and executive officials, 
as well as the taxpayers, will realize 
ie importance of rigid economy in the 

indling of relief. When the Federal 
government assumes the entire operat- 
ng control for a project such as WPA, 
he local communities and the states, in 

neral, feel that they have no means of 
effecting a change in an organization 
mtrolled at such a remote distance as 
Washington. Therefore they are apt to 
se into indifference toward any 
wasteful practices or bad methods that 
may develop. There is nothing quite so 
lective in securing good administra- 


n in relief as the watchfulness of the 


il taxpayers and the local press over 








the local officials operating according 
to sound policies. Local administration 
is in a much better position to know 
those really in need and those who are 
chiselers. 


The Budgetary Deficiency Method of Relief 


The administration of relief in Cin- 
cinnati operates under policies that 
should interest all citizens and especially 
businessmen. One of the most important 
of these is that both direct and work 
relief are “‘dispensed on a budgetary 
basis and may be provided either in the 
form of cash, or commodities and serv- 
ices, or both.”? This means that work 
relief as well as direct relief is based on 
“the budgetary deficiency” of the relief 
recipient and his family. The term 
“budgetary deficiency” as used in the 
Ohio State Relief Law means that the 
relief recipient is furnished with a suf- 
ficient amount of the necessities of life 
to maintain the family in health and 
reasonable comfort, with deductions 
being made for such income as the 
family may have from any outside 
source. 

All employables are required to per- 
form work for the relief furnished up to 
their ‘‘budgetary deficiency.” This idea 
has never appeared in the Federal 
government’s operation of relief for 
employable indigents. Rather, the relief 
given by the government is determined 
by going rates for different kinds of 
labor, regardless of the number in the 
family. 

The rate paid heretofore by WPA to 
relief workers for 100 hours per month 
in Cincinnati has been: common labor 
6016¢ per hour, or $60.50 a month; 
intermediate labor (semiskilled) 7114¢ 
per hour, or $71.50 per month; skilled 
labor, union wage, varying from $1 to 
$1.6216 per hour, working enough 


hours to earn $93.50 per month. 
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Under the new WPA law adopted 


July 1, 1939, the relief recipients are 


required to work 130 hours for the same 
monthly amount as heretofore paid for 
100 or less hours. 

[he work relief plan of the city 
government of Cincinnati provides the 
necessary pay to make up for deficien- 
cies in food, shelter, clothing, and fuel, 


the amount depending on the number of 


persons in each family and their ‘‘budg- 
etary deficiency.’’ No one is allowed to 


suffer from the lack of the necessities of 


life. Each able-bodied person must do 
his share on our work relief program to 
help himself, and also must search for 
odd jobs to help in meeting his budget. 

Every employable relief applicant is 
required to work at 25¢ per hour 8 


hours a day to earn the net amount of 


relief given to his family. This rate 
appears low as compared with the 
WPA rate in this community, but we 
find no difficulty in securing the full 
cooperation of the relief recipients in 
giving willing service at these rates, 
proving that they are really in need and 
are willing to demonstrate their worthi- 


ness by work. 


Relief Policies 

Early in the administration of the 
relief problem the city government 
determined upon policies summarized as 


follows: 


1. To see that no one suffers from lack of 
food, clothing, shelter, and fuel. 

2. That no unworthy person shall receive 
relief. 

3. That every able-bodied adult shall 
prove his worthiness by working for the 
relief furnished his family. 

4. That each person on relief shall have a 
real incentive to get a job in private employ. 


The soundness of these policies has 
been thoroughly demonstrated by the 


success with which relief has beep 
handled by the City of Cincinnati, as js 
evident by the fact that the Ohio State 
Relief Act, passed early in 1938 
adopted many of the policies that had 
been followed by the Cincinnati Relief 
Division, and these were thus made 
mandatory throughout the State of 
Ohio. The efficiency of the operation 
of the Cincinnati Relief Division has 
been frequently commended by the 
State Auditor of Ohio and by the State 
Relief Director. 

Those on city work relief are given 
days off at regular intervals to allow 
them to take advantage of the opportu- 
nity to secure jobs in industry or to 
pick up odd jobs from which a portion of 
the earnings is used to assist on their 
family relief budgets. Anyone who can 
thus increase his earnings is not taken 
off relief until he can earn enough t 
care fully for his family. Thus he 
encouraged to cut loose from re! 
entirely as soon as possible and get 
back into the army of productive work- 
ers In private employment. 

In respect to going rates of pay for 
employment in government and i 
industry, no ill effect whatever has 
appeared. Rates of pay in Cincinnati 
for employment both in industry and in 
government are steadily tending up- 
ward. The City of Cincinnati |! 
materially increased the pay ol 
employees in the past two years. 

My theory in this matter is that 
relief problem in the United States will 
never be solved unless there is a real 
incentive given throughout the country 
to all relief recipients to get jobs 
private employ by their own initiativ 
in other words, unless there is a retur! 
to the good old American svstem ol tak 
ing care of yourself by your own initia- 
tive and effort, with help by govern- 
ment only to tide over disaster. 
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nother notable factor in the Cincin- 


system is that all classes and occupa- 
ana 
reated exactly alike as to both the 
nt given and the number of hours 
performed to earn relief. It 
conviction that any system of spe- 


favors to special groups in monthly 


or kind of service is unjustified 
infair to the great mass of the 
loyed and to the taxpayers who 


- burden. 


\nother important policy of the Cin- 


iti Relief Division is the rigid comb- 
the relief rolls at frequent intervals 
rid of the unworthy. This is 
mplished by requiring relief cases 
ipply every three months. In 
tion, a constant check of cases is 
by investigators on the staff of 
ief Division, assisted from time 
by rigid checks by the Police 
yy the State Examiners. The laws 
ere on chiselers, and any offender 
ight to trial for misappropriation 
vernment funds. 
ilien is eligible for relief except 


ng the period of investigation of his 


of legal entry. Nonresidents are 
furnished temporary relief while 

ments are made to return them 
ir home communities which should 


(neir care. 








1 conditions of people on relief 


The relief laws of Ohio have hereto- 
fore been of a patchwork, emergency 
nature, usually passed in a great hurry 
when the emergencies became acute 
and only meeting the immediate urgent 
requirement when conditions were so 
bad as to force action. ‘The last law, 
however, passed on June Oth of this 
year, has decided improvements in 
policy, including a plan requiring local 
authorities to match state funds dollar 
for dollar. This requirement is of great 
importance, because it does much to 
insure the utmost economy in expendi- 
tures. It is easy to spend money received 
from Columbus or Washington, without 
effort or obvious cost to the local tax- 
payer, but it is quite a different matter 
when local funds must be produced 
by local taxation on each individual 
taxpayer. 

In my opinion, the relief problem of 
the United States can be solved and the 
great mass of employables can_ be 
brought back into useful lives as workers 
in private employ. This wiil never be 
accomplished until the present slip- 
shod, haphazard, and wasteful methods 
are eliminated by the insistence of 
the millions of workers who are paying 
the bills in the form of high taxes. Let 
us return from the dream world to 
reality and cure this national disease. 














UTILITY RATES 


BY C. O. RUGGLES 


I'THIN recent years there have 

been interesting developments 

in both the theory and prac- 
tice of public utility rate making which 
deserve consideration in spite of the 
fact that these have involved little that 
is new or novel. Much repetition of the 
exposition of some elementary princi- 
ples seems to be necessary if improved 
rate making and more intelligent and 
effective regulation are to have public 
support. Important issues have come to 
the fore in government competition 
with electric utilities, in the theories 
and practice of public utility commis- 
sions, and in recent writings on public 
utility rate making. But before examin- 
ing recent aspects of rate making, some 
very early attempts at railroad rate 
regulation should be considered to see 
the extent to which some fundamental 
principles of rate making which caused 
a bitter controversy three-quarters of a 
century ago are also involved in recent 
efforts to regulate the light and power 
industry. 

In this article, consideration is given 
to some early unsound precedents in 
making railroad rates; early and recent 
rate making for electric utilities; some 
aspects of TVA rates; the comparability 
of rates in different localities; and 
finally, service charges in domestic 
rate schedules. A following article will 
include a discussion of the relation of 
public utility rate making to changes in 
the price level and to marketing and 
managerial problems of public utilities. 
1 [llinois Public Laws, 1869, pp. 309-312; Joseph 


Hinckley Gordon, ZJilinois Ratlway Legislation and 
Commission Control since 1870 (Urbana, University of 
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Early Rate Regulation: The Railroads 


Fundamental principles of rate mak- 
ing were violated in much of our early 
railroad regulation, and a careful ex- 
amination of some typical examples of 
such legislation will show that the 
history of rate regulation tends to 
repeat itself. The State of Illinois was a 
pioneer in the regulation of railroad 
rates which preceded by some years the 
passage of the Interstate Commerce 
Act. Beginning in the late 1860's, that 
state, among others in the Middle West, 
began agitation for legislation to trans- 
fer rate-making policies from railway 
officials to the State. Among other 
things, early Illinois legislation provided 
that railroads should be limited ‘“‘to just, 
reasonable, and uniform rates”; and 
that railroads should receive ‘‘ 
able and uniform toll for compensation 
according to the service actually ren- 
dered.” But such legislation failed to 
satisfy the growing demand for the 


a reason- 


vigorous control of railroads. It con- 
tained declarations to the effect 
rates need not be the same on all roads 
or for different classes of freight or fo! 
shipments in opposite directions. Hence, 
among other things, it did not meet 
popular demand for strict application 
of the distance principle in rate making 
A clear mandate was given to Illinois 
legislators by an amendment to the state 
constitution of 1870 which definitely 
provided for the regulation of railroads 


th if 


Illinois Press, 1904); Solon J. Buck, The Granger 
Movement (Cambridge, Harvard University Press, 
1913), Chap. 4, pp. 124-149. 
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nd grain elevators.? In the first session 
of the legislature after the adoption of 
hat constitution, while the governor 
ok the position that relief for the pub- 
could not be attained by depending 
on competition of the railroads in 
‘their scramble for business and that 
direct methods of control were neces- 
sary, he was convinced that although the 
hurdles might be cleared under 
provisions of the new constitution, 
economic and business problems 
lved in such regulation presented 
me real difficulties. In his opinion, 
thing within the sphere of govern- 
mental action required “more delicacy 


management than what is termed 
13 


4b 


e railroad problem.’ 
But the shift from high prices and 
rricultural prosperity during the Civil 
War in such states as Illinois, lowa, and 


Wisconsin,‘ to the lower prices and deep 


( 


pression which followed, brought 
in insistent demand that competition 
mong railroads be kept alive, and to 
ike doubly safe that railroad rates 
‘ fixed by statute. In spite of the lack 
iith of the Illinois governor in the 
icy of competition, legislation was 

11. concerned’ with 
f the Illinois Constitutional Convention, 
1, Vol. II, 1870; quoted by Gordon, op. 


**Corporations.” 
Gal, 
n, op cit., p 2¢ 
rosperity in some of these states during most 
lecade of 1860-1870 is seen in the agricul- 
ress, in the reports of the state departments 
lture, and in the refusal of the state legis- 
to assume control over railroad rates. Even 
t decisions in those states seem to have been 
ed by economic conditions (Hanson v. 
? Iowa 28, 53, 1869). The Prairie Farmer 

) observed in 1864 (September 10): 
ist be something radically wrong with the 
that does not now free himself from debt. 


r in the lifetime of the present generation will 
another opportunity present itself. Every 
ited product of the temperate latitude bears a 
remunerative price.” 
lowa correspondent of the Cultivator and 
Gentleman said in 1868 (issue of March 19): 

ese latter days it seems very difficult to so 








passed prohibiting consolidation of com- 
peting lines.* Other laws passed in the 
same session provided, among other 
things, that no railroad corporation 
should charge or collect, for the trans- 
portation of goods over any portion of its 
road, a greater amount than should be 
charged or collected for the transporta- 
tion of similar quantities of the ‘“‘same 
class of goods, merchandise, or property” 
over any other portion of its road for an 
equal distance. It will be seen that this 
law adhered more closely to the dis- 
tance principle in rate making than did 
the Interstate Commerce Act which was 
passed about 16 years later. The latter 
act made a charge illegal only when the 
short haul was included in the longer, 
and the haul was in the same direction, 
whereas the Illinois law made the charg- 
ing of the same or greater sums for 
the shorter distance illegal under all 
circumstances. 

With regard to flexibility or rigidity 
of rates in relation to changing economic 
conditions, one of these early [Illinois 
laws provided that there should be 
no increase in freight rates over the 
rates then existing between any two 
overstock the markets of the world with any descrip- 
tion of the farmer’s products, either in kind or 


amount, as to deprive the working farmer of that 
strongest possible incentive to labor—high prices. 
Demand seems to follow so close upon the heels of 
supply that it seems almost impossible to accumulate 
in any section of even our own country any great 
amount of surplus grain or food of any kind. I think 
that old Pharaoh would have had very hard work 
indeed to gather a stock of seven years’ provisions if 
he had lived in our day.’’ The same correspondent 
in the same journal, October 1, 1868, said: “‘It 
seems impossible with all our improved machinery 
to satisfy the hungry stomachs of the people of this 
wide world.”’ 

The reports of the departments of agriculture of 
these states, from about 1863 through the 1870’s, 
show the peaks of optimism and opposition to 
regulation of railroad rates to the depths of depres- 
sion and rigid statutory control over charges for 
railway service. 
® Laws of Illinois, 1871-1872, pp. 487-490; Gordon, 


op. cit., p. 27 
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points in following out the provisions 
of the act; and that the rates on any 
day should not be higher than the rates 
which existed on the corresponding 
day of the year 1870. The latter provi- 
sion proved to be very unwise because 
as the result of rate wars there had 
been striking fluctuations in freight 
rates during the years 1869 and 1870.° 

The Illinois commission which had 
been created by some of this early 
legislation suggested a solution of ‘‘the 
entire railway question,” by having the 
state own and operate a few railroads. 
Such yardstick roads, it was contended, 
would compel the private railroads to 
make their rates conform to those of 
the railroads owned and operated by the 
state.’ Following the panic of 1873, a 
committee of the United States Senate 
recommended that the Federal govern- 
ment build some yardstick railroads 
exclusively for freight which the govern- 
ment should operate under such rates 
as would force rate reductions on the 
privately owned and operated railroads.*® 

And while the right of Illinois to 
regulate railroad rates was upheld, the 
Illinois Supreme Court in one case 
declared that the provision which pro- 
hibited all discrimination in freight 
rates was unconstitutional because it 
made all discrimination illegal without 
giving the railroad an opportunity to 
show that the discrimination might be 


justified.® 


6 Railroad and Warehouse Commission Report, 1871- 
1872; Gordon, op. cit., p. 28. 

Instead of seeking uniformity in passenger fares, 
this early legislation sought to establish something 
like a uniform rate of return for the different rail- 
roads. Carriers were divided into four groups 
according to their gross annual earnings per mile. 
Class A included railroads whose gross annual 
earnings per mile were $10,000 or over. Class D 
included roads with gross earnings per mile of less 
than $4,000. The law provided that railroads in 
Class A could not charge more than 2}4 cents per 
mile; that those in Class D might charge as a maxi- 
mum 54% cents per mile. Obviously, the legal right 


Just as the depression years of the 
1870’s brought about a demand for 
cheap transportation and the regulation 
of the rates of the one utility upon which 
the country was dependent for its 
expansion and settlement, so did the 
depression of the 1930’s bring to a 
focus an insistent demand for cheap 
electricity and greater control over the 
rates of the utility upon which intensive 
economic development and the “mor 
abundant life” are largely dependent. 


Light and Power Rates. The light and 
power utilities, although following the 
gas utilities by almost two-thirds of a 
century and the railroads by about one- 
half century, nevertheless copied much 
of the unsound rate making of these 
older utilities. Sound principles of 
economics and marketing were given 
little consideration in early rate making 
for gas. A cubic foot of gas was a cubi 
foot of gas to any and all customers, and 
it carried a uniform price with no 
regard whatever as to the time of the 
day or the year when it was consumed or 
whether the consumer used little or 
much. And while competition among 
gas companies was believed to be 
imperative, rates were nevertheless fixed 
in franchises for very long periods oi 
time. 

Simplicity, uniformity, and rigidity 
in rate making were, for some time, 
considered sound in the sale of electric- 
to charge a high fare was of no significance since 4 
weak road was forced through competition [0 
charge no more than the maximum allowed un 
the law to its competitor. 

7 Railroad and Warehouse Commission Report 
pp. 25-26; Gordon, op. cit., p. 33. 

8 Transportation Routes to tre Seaboard, 43d Congress 
Ist Session, Senate Report 307, part 1. 

*67 Illinois 11; Gordon, op. cit., p. 39. In a 
passed in 1873, discrimination was defined in grea! 
detail so as to cover every possible differet 


charges between persons and places for the same 
service in the same direction. Buck, op. cit., p. 14 
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vhen actually economic forces 
d for much variation and differen- 
yn in rates if the fullest possible 


velopment of the market was to 


brought about. It is little wonder 

or some time, electricity was used 
for lighting and was considered 
ixury even for that. 

\s much simplicity and uniformity in 
for electricity should be sought as 
sistent with the sound develop- 

the entire market for power. 
the light and power utilities 
away from the unsound rate 

ng which they had copied from 
riers and gas companies, they made 
mistakes in their trial and error 
hods of marketing their product. 
nplexities in rate schedules devel- 
for which there was no economic 
fication. Recent demands, therefore, 
greater simplicity and uniformity in 
es are the logical reaction 
1edules which had become 
necessarily complex or difficult to 
tand. The changes reflected in 
innual rate books of the industry 
how some of the more complex 


1¢ rat 
} 
i 


»¢ 


are being superseded by simpler 
(here is much need for further 
vement. 
But, as is indicated later, there are 
te limits to the process of the 
ification of electric rates. Many of 
irrent assumptions regarding sim- 
and uniformity in such rates are 
because they fail to give due 


to the economic characteristics 
e various segments of the market 
er. Only when this is done can 

be full utilization of plant which, 
turn, makes possible the lowest unit 
for power. Recent demands for 
uniform electric rates have some- 
overlooked these fundamental 


lerations. 








Rates to Large and Small Users 

Within recent years, there has been 
much emphasis on the so-called cost-of- 
service theory of rate making. The 
advocacy of original cost or prudent 
investment as a rate base is to further the 
use of this theory of rate making. A 
complaint that is frequently made 
regarding public utility rate making is 
that domestic consumers are unfairly 
treated because they are required to pay 
relatively high rates compared with 
those charged to large wholesale con- 
sumers. The wholesale rates are said to 
be unfair because they do not pay 
their ‘‘fair share’ of fixed or overhead 
costs compared with domestic con- 
sumers. Obviously, a power company is 
not justified in serving large wholesale 
consumers at the expense of domestic 
consumers. But it is also true that strict 
cost allocations by a power company 
will not reveal what it should try to 
collect from certain types of large 
consumers. 

Some large manufacturers or other 
business concerns which have sub- 
stantial needs for steam are able to 
generate their own power more or less 
as a by-product of their needs for steam. 
If the utility is to serve such consumers, 
the starting point in calculating rates is 
not a comprehensive allocation of the 
uttlity’s costs. Indeed, it is not the 
utility’s cost but the Ay-product cost of 
power to the large consumers, if they 
generate their own power, which will 
determine what such industries will be 
willing to pay for purchased power. 
If that price is less than the out-of- 
pocket or increment costs which the 
utility would incur in rendering such 
service, it would be unfair to domestic 
consumers for the public utility to 
serve such customers. If service at such 
rates involved only a temporary loss with 
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promise of profitable returns later, it 
might be wise for the power company to 
sell to the industry. The stockholders 
ought to have enough vision to see 
that they could afford to receive less 
return for a period necessary to develop 
a profitable segment of the market, and 
regulatory bodies should have the power 
and the inclination to calculate a fair 
return over lean and fat years. 

There are many large customers, and 
so far as can now be seen, there always 
will be a substantial number that will 
not be interested in purchasing power 
from a _ public utility.*° But there 
are also certain types of large consumers 
which would incur costs in supplying 
their own power that would be higher 
than the increment costs to a public 
utility in furnishing such power. In 
such instances, it is ordinarily to the 
best interests of domestic consumers 
for the utility to serve these customers. 

In serving such consumers, a public 
utility may be able to secure certain 
economies through large-scale opera- 
tions or improve its load factor to such 
an extent that it can realize a marked 
reduction in the unit cost of power. Such 
an outcome makes possible cheaper 
power for all other customers served by 
the utility, and from it advantages may 
accrue to domestic consumers. Lowest 
possible unit costs can be realized by a 
public utility of any given size only 
when it has secured such a development 
of all segments of its market as will 
result in the maximum economies 
resulting from the daily, seasonal, and 
cyclical diversity of the demand of all 
10 Unfortunately, there are no recent Federal census 
data regarding the purchase of power by manu- 
facturers. The latest complete figures (1929) 
showed that 81.88% of the total installed primary 
pt ywer was represented by the horsepower of electric 
motors. Of this 81.88%, 53.05% was horsepower of 
electric motors operated by purchased power, 


while 28.83% was operated by current generated 
by the manufacturing establishments. U. S. Census of 


its customers. Rate making which wil] 
accomplish this result is imperative, 
if there is to be the most intensive use of 
a public utility’s facilities. 


TVA Rate Making 


The foregoing statements regarding 
rates to certain types of wholesale 
consumers hold true for a government 
utility as well as for one privately 
owned and _ operated. During the 
hearings of the special Congressional 
committee investigating the TVA, some 
of its special contracts for the direct 
sale of power to large industrial con- 
cerns and its cost allocations in making 
such rates were criticized.!! 

If the foregoing reasoning regarding 
rates to certain types of wholesale 
consumers is sound, it would appear that 
TVA is justified in making very | 
rates to certain types of large industria! 
consumers. Unless TVA _ meets the 
cost to an industry of generating its own 
supply, ‘TVA will not be able to sell 
power to such a customer. It has already 
been indicated that such a cost may be 
a very low by-product cost. And while the 
TVA Act does provide that sale 
power “‘to, and use by, industry shall be 
a secondary purpose,” it also provides 
that the sale of power to industry 
“to be utilized principally to secure 
sufficiently high load factor and re 
returns which will permit domesti 
rural use at the lowest possible rates and 
such manner as to encourage increase 
domestic and rural use of electricity 
(Italics supplied.) Bu: “the low 
possible rates’’ to domestic and rura 
Manufactures, 1929, Vol. I, p. 113. 

11 Report of the Joint Committee Investigating the I ennés- 
see Valley Authority, 76th Congress, 1st Sess 
Senate Document No. 56 (Pursuant to Pub. Res. * 
75th Congress); Minority Views, p. 281 (1 

12 TVA Act as of May 18, 1933; Chap. 32, Se 

48 Stat. 59; amended August 31, 1935, Chap 
Sec. 4; 49 Stat. See Section 11. 
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nsumers can be attained only by 


ing a “sufficiently high load fac- 


To realize such a load factor, 


rVA must make such a price for whole- 


nower as will secure the business. 
is price exceeds the increment 


ts of serving such customers, ‘I’VA’s 


costs of power will be reduced by 
ne these industrials. It would thus 


ilie 


near that the sale of power to certain 
industrial consumers may be of 


ry rather than secondary interest 
to the domestic consumers of a 
cly owned and operated utility. 

s contracts for the sale of power to 
ind to other public or cooperative 


ncies not operating for profit, TVA 


fies the rates at which these agen- 
mav sell to domestic, commercial, 


| industrial customers. 


nder certain conditions, provision 
ide for a surcharge to be levied on 
mercial and industrial customers. 
14 of the ‘SSchedule of Terms 
Conditions,’> which is made a part 
contract, is as follows: 


Developmental surcharge. In order to 
n municipality’s revenues in the 
pmental period in which the increased 
for power may not compensate 
reatly reduced rates provided for in 
B, municipality may also impose a 

e upon those classes of consumers 
to a surcharge under the provisions 
chedule. Municipality may initially 
ne and may from time to time vary 
harges, with the understanding, 
that all surplus revenues (as de- 
the contract of which this schedule is 
hall serve as the basis for the reduc- 
elimination of such surcharges. 
rges shall be based on a straight 
ige of bills, and shall apply uni- 
ill members of classes as to which 


es are authorized. 4 


Report of the Tennessee Valley Authority, 1937, 


© a 


Schedule B mentioned in the fore- 
going is divided into subdivisions and 
applies to domestic, commercial, and 
industrial customers. But the surcharges, 
as indicated, apply only to the commer- 
cial and industrial schedules. While it 
might be possible to collect surcharges 
from some customers in both these 
groups, it would not be possible to col- 
lect such charges from those customers 
in either group which could provide 
their own electricity for less than the 
scheduled rates plus the surcharge. 
Another provision which is unsound is 
that ‘‘surcharges shall be based on a 
straight percentage of bills and shall apply 
uniformly to all members of classes as to 
which surcharges are authorized.” (Italics 
supplied.) This provision overlooks the 
fact that some large consumers may be 
in a much stronger competitive position 
than others in supplying themselves 
with power. This theory of rate making 
failed to work when applied to freight 
rates. Even in the days of muddy roads 
and animal-drawn vehicles, the rail- 
roads found it necessary to classify 
freight so as to make some rates low 
enough to secure certain types of traffic. 
Later, under government regulation of 
freight rates, it was found that uniform 
percentage changes in freight rates had 
to be modified to cope with the very 
economic forces that had earlier brought 
about freight classifications and also 
special rates in order to move certain 
types of low-grade freight. Obviously, 
the costs of moving higher classes of 
freight would be increased if the rates 
on the lower grades were so high that 
the carrier could not secure the business. 
Some large power consumers might be 
willing to pay surcharges during a 
“developmental” period if it were not 
too long; but they would not, for any 
length of time, pay the government 


more for power than it would cost them 
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to generate their own supply. Moreover, 
after a developmental period, it is to 
the best interests of the domestic con- 
sumer that consumption by commercial 
and industrial customers be encouraged 
so long as such business means a more 
economical utilization of public utility 
facilities. ‘The mode of ownership and 
operation does not alter the economic 
principle invoived. Even the Federal 
government itself must appreciate that 
if sales to commercial and industrial 
consumers are to be increased, rates 
must be low enough to induce increased 
consumption. [The government has re- 
cognized this fundamental marketing 
principle in making rates for the domes- 
tic market. It should be repeated, there- 
fore, that a publicly owned and operated 
power company has a primary, rather 
than a secondary, interest in serving 
commercial and industrial customers. 
In striking contrast to earlier rate 
theories which called for fixed or rigid 
rates for long periods of time, the TVA 
rules properly recognize the need for 
flexibility in rate making. Section 15 
of ITVA’s “Schedule of Terms and 
Conditions” provides that when prices 
and wages advance or decline to a cer- 
tain extent, according to certain index 


14 This section is as follows: ‘‘ Adjustment of Rates: In 
the event of a major increase or decrease in general 
price and wage levels of such a substantial character 
as materially and substantially to change the 
cost basis upon which the wholesale rates fixed by 
this contract are predicated, the parties hereto 
agree to an adjustment of such rates. Should the 
cost of living index for the United States as a whole 
compiled by the Department of Labor of the United 
States show a dec rease for a period ot 6 consecutive 
calendar months, or for any month in said period if 
index figures are not reported for each month 
thereof, of 30 per cent or more under the index 
figures for the index period including the month in 
which this contract is signed, or for any month in 
said period if index figures are not reported for each 
month thereof, municipality and Authority agree to 
such a reduction in rates as will conform to the 
decreased costs of electricity supply, and should 
such index figures show a 30 per cent or more 


increase for the same period or month, as the case 


numbers, adjustments in the wholesale 
rates charged by TVA to cities will] be 
made to conform to such changes ip 
the costs of power.'* Section 16 provides 
that rates to cities will be reduced 
whenever, “‘in the opinion of the Au- 
thority,” reductions in “the cost oj 
generating and transmitting energy, 
make feasible such reductions in rates 
This section further provides that 
is the intention of the parties that thy 
municipality shall participate in th 
benefits of reductions in the cost 
generation and transmission. 

The so-called yardstick rates of the 
Federal power projects cannot serve 
a fair measure of the rates which should 
be charged either by private power 
companies or by municipal or othe: 
government power plants whose 
business 1s the generation and sal 
power. This statement is true bex 
most of the government projects 
multipurpose projects concerned wil 
such matters as flood control, naviga- 
tion, irrigation, and the like; and henc 
the power generated in connect 
with these functions is, to a cert 
extent, by-product power.!*> Because 
by-product power, a power com| 
(whether privately or publicly own 


may be, Authority and municipality agre¢ 
an increase in rates as will conform to the inc: 
costs of electricity supply. Municipality and A 
ity agree, promptly upon receipt of a request | 
other, to confer with each other on the chat 
rate necessary to conform to changes in thi 
electricity supply, and to endeavor to agré 
new rates which shall so conform. The nev 
shall be substituted for the wholesale rates set 
in the contract of which this schedule is 
Che procedure of adjustment herein set fort 
be applicable should other major char 
price levels require further adjustment 
Annual Report of the Tennessee Valley Author 
pp. 147-148. 

>For good discussions concerning “‘costs 
plied to the various activities of TVA, se« 
Gray, ‘““The Allocation of Joint Costs in M 
Purpose Hydro-Electric Projects,’ An 
nomic Review, June, 1935, pp. 224-235; E. S. M 


“Power Aspects of the Tennessee Valley Aut 
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erated), whose sole product is 
cannot possibly compete with 
irdstick rates. The publicity which 
n given to the réle of the yard- 
tes has left the impression with 
lining fair rates is by comparison 
throughout the country with 


‘‘vardstick rates.” The validity of 


‘ 


m rates and of the ‘‘comparative”’ 
of determining rates has been 
ireful consideration in numer- 
isions of state public utilities 

ssions.'® State public utility com- 

ns to have held in numerous in- 
that there is no justification for 
ng that rates should be uniform 


1roughout a single state. 


harability of Rates in Dhifferent 


l 1i1t1es 


speaking, commissions have 
comparative method in rate 
n only in a very limited man- 


rterly Journal of Economics, May, 1936, 
R. W. Harbeson, ‘*The Power Pro- 
Tennessee Valley Authority,’ 7he 
Public Utility Economics, February, 
idem, ““The Cost Concept and 


Control,’ XVII HARVARD BUSINESS 
Spring, 1939, pp. 257-270 
ble differences in TVA rates in different 
page 58 below. 
Montana commission in one case made the 
tatement 
illy, however, there is little place for 
ns in the case of water, electricity, 
ind like services. To begin with there is 
ation between services in different 
1 more inirequent are the instances 
peting services in the same communities 
never an identity of conditions, 
1 parallel in the dominant factors 
trasts may be of value they argue for 
lusions, and comparative bases are 
presented to induce a conclusion similar 
tor 
; plain that the mere inspection of 
is absolutely useless for any purpose 
as excitants to inquiry. The integrity 
cale depends upon a multitude of 


tical administration the 








ic that the proper method of 


ner, and then only when they have felt 
that economic conditions were suffi- 
ciently similar to justify its use.!’ 

Even within a single metropolitan 
area both gas and electric rates may 
need to differ somewhat if they are to 
conform to economic realities. A good 
example of this situation is seen in 
greater New York. The Borough of 
Queens has many sparsely settled sec- 
tions, and even unpopulated areas 
separating other more densely populated 
portions. This means that the ratio of 
both investment and operating cost to 
revenue of a public utility serving such a 
borough as Queens is bound to be 
much higher than it would be in either 
Manhattan or Brooklyn. These funda- 
mental economic differences even within 
greater New York have been recognized 
by the state commission in making rates 
for the different boroughs. ! 

The attitude of courts toward this 
method of determining reasonable rates 
has been even more skeptical than that 


superficial comparison of rates in one locality with 
rates in another locality has been productive of no 
small amount of mischief in that it breeds utterly 
unfounded suspicions of favoritism or other unfair 
advantage. Not knowing the elements on which a 
given schedule rests, the inhabitants of a community 
where higher rates are in force, conclude that lower 
rates existing in a community externally similar are 
the result of causes having no relation to the busi 


ness of rate making. Such unfounded and illogical 


inferences tend to promote ill feeling between con 
munities and to cast improper reflections upon the 
whole regulatory system. We trust that it will be 


unnecessary hereafter to point out the fallacies of 


the bare comparisons of tariff sheets or rate sched- 
ules in public utility cases. That Commissions, 
generally, entertain the views here expressed is 
demonstrated in the following cases numer 
ous cases cited !.’’ P.U.R. 1924B, 714, 71 

8 In one such case, that commission made the fol 
lowing observation: 

‘It may be stated as a fact that the lighting rates of 
one city cannot be determined fer se by a comparison 
with the rates of other cities. That idea has been 
often introduced in rates cases, only to be rejected, 
that it does not justify discussion. It is useless to 
make mparisons unless all the elements that enter 
into the problem are of a comparable nature Local 


ordinances, topography, prices of supplies, labor 
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of the commissions. It is often very difh- 
cult to secure data with regard to rates 
in different communities which the 
courts are willing to accept as evidence. 
This attitude is well illustrated by a 
decision of a Federal court overruling a 
decision of the New Jersey Board of 
Public Utility Commissioners. That 
commission, in defending rates which it 
had set for a water utility, presented 
data on rates charged in 33 cities in 
different parts of the country including 
municipal and private plants. ‘The court 
excluded the data, chiefly because there 
was little, if anything, to show that the 
cities involved were comparable with 
the cities being served by the New Jersey 
utility, or that the operating costs were 
similar. '® 

It seems strange that anyone should 
expect that prices for electricity should 
be uniform throughout state-wide or 
even wider areas when there are marked 
and legitimate differences in the degree of 
utilization of utility facilities that may be 
possible; in variations in the prices of the 
various commodities and services which public 
utilities must purchase in providing public 
utility service; and in the character of the 
competition either between public utilitres 
themselves or indirectly through various 
substitutes for public utility service. Indeed, 
Section 13 of the T'VA’s “Schedule of 
Terms and Conditions,’’ which is a 
part of its contracts with municipalities, 
recognizes the fact that rates to various 
rates, are all facts that affect costs, and unless the 
costs of doing business are the same, comparisons 
are futile. Time and again this same argument has 
been used in regard to New York City’s gas rates 
with results that should afford no encouragement to 
its protagonists.” P.U.R. 1928E, 19, 36. 

For an earlier case concerning the electric rates 
of the different New York boroughs, see P.U R 
1917D, 773, 776 

In a case in 1931 in which the rate and rate struc- 
tures of the various corporations supplying electric- 
ity in the city of New York and suburban territory 
were under consideration, the commission pointed 
out that while there were differences in the condi- 


tions under which the companies supplied electric 
energy for domestic use and differences in the cost of 


localities need not necessarily be uni- 
form. This section is as follows: 


Lower rates to other municipalities. If at any 
time during the term of this agreement 
Authority should supply electricity to any 
municipality, municipal division or depart- 
ment, or cooperative association, at a lower 
rate schedule than that applicable to munici- 
pality, and such lower rate schedule shall not be 
justified in the judgment of Authority by differ- 
ent conditions of service, [italics supplied} mak- 
ing the cost to such other municipality 
division, department, or cooperative rela- 
tively less than to municipality, such lower 
rate shall be made available to municipality 
so long as such lower rate schedule shall be 
given to such other municipality while this 
contract is in force.*° 


The question of equitable rates as 
between municipal and rural areas 
has confronted municipally owned and 
operated utilities that have been granted 
authority to serve ‘“‘power districts” 
or an adjoining rural area. This ques- 
tion now promises to receive increased 
attention with the development of 
rural electric cooperatives which pur- 
chase power from municipal plants 
Obviously, municipalities must decide 
whether they desire to sell power to 
such cooperatives at such low rates that 
it will mean a burden upon their 
municipal customers. Such transactions 
between publicly owned agencies maj 
help to clarify the principle of rat 
making involved.*! 
service, there was no reason why there shou 
such divergencies in the form (commission’s italics 
of the rate structure. 

19 Board of Public Utility Commissioners of Neu 

v. Elizabethtown Water Company, 43F (2nd) 4/8 
(1930); P.U.R. 1930E, 373, 378. 

20 Annual Report of the Tennessee Valley Aut/ 
1937, p. 147. 

21 It would unduly extend this article to indicate 
extent to which public utilities actually hav 
form rates over wide areas. Details regarding t! 
matter are given in some of the Rate Surveys 
Federal Power Commission. See, for example, Rate 
Series No. 7, Electric Rate Uniformity (Washington 
Government Printing Office, 1936). 
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Service Charges in Domestic Rate 


Schedules 
It is not surprising that there should 
much misunderstanding regarding 
lic utility rate making and the 
rketing of public utility service in 
w of the inadequate attention given 
these subjects. It is not easy to under- 
1d why public utilities were not 
n the serious study to which they 
re entitled until the time was over- 
for intelligent and effective regula- 
of these industries. It is encouraging 
in recent years, there has been 
eased interest in both the theory and 
tice of public utility rate making. 
One aspect of rate making that has 
ys aroused much customer antag- 
m, which will be given consideration 
this discussion, is the service charge 
mestic rate schedules. This trouble- 
me problem has been the subject of a 
study by MHavlik.*? 
charges have been opposed, 


nt intensive 


because they are not properly 
tood. but 
cians have found it popular to try 


principally because 
ure the lowest possible rates for 
volume consumers. A mere recital 
it Havlik’s recent study revealed 
rning such charges show why 

nderstanding regarding them is so 

rsal. He found the present mean- 
h 


t 


the term ‘‘service charge’ to be 
enus of fixed charges whose several 
are basically intended to cover 
some of customer costs.’’ And 

he distinguishes service charge 

1 both demand and energy charges, 
found the genus service charge to 

de *“‘species and sub-species”’ which 
lso called service charges, but which 
quite different from each other, 
which overlapped the genera ‘“‘de- 
nd charge’ and “energy charge.” 


F. Havlik, Service Charges in Gas and Electric 
. : ete ae 
New York, Columbia University Press, 1938). 





His study also revealed that, while the 
minimum charge does not appear to be a 
species of the service charge, because it 
is not a fixed charge, nevertheless, it is 
intended to cover some customer costs 
and may be said ‘‘to be a varient of 
the service charge.’’ The author began 
the study in the hope of answering a 
number of questions regarding the 
nature of service charges as well as the 
consequences of their use in gas and 
electric rate schedules, but the ques- 
tions involved proved to be “‘so complex” 
and ‘‘the attempt to answer them raised 
so many new problems” that his con- 
clusions are necessarily “‘largely tenta- 
tive.” [t is no surprise to find the author 
urging the need for a standard definition 
of terms by an authoritative committee 
on rate standardization and usage com- 
posed of such groups as the American 
Gas Association, the Edison Electric 
Institute, the National Association of 
Railway and Utilities Commissioners, 
the Federal Power Commission, and 
similar bodies. 

The author believes that the making 
of service charges should not be merely 
a matter of maximizing net profits, but 
should also maximize ‘‘consumer satis- 
faction’; that promotion of revenues 
should not be followed to a degree that 
there will be a burden on customers 
unable to secure low rates through 
increased consumption. He doubts the 
validity of the assumption that small 
use Customers are well-to-do apartment 
house dwellers, and that people with 
low incomes are large volume _ con- 
sumers. On the other hand, he sees 
danger in trying to secure immcaiate 
increases in sales and revenue by making 
rates that do not cover the full costs of 
service. The author is convinced that 
the service charge is not always the best 
method of making rates promotional, 
because this theory of rate making may 
be an unfair burden upon small use 
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customers, or even upon all domestic 
customers as a Class. 

The service charge was given specific 
consideration in the 1929 report of the 
Committee on Public Utility Rates of 
the National Association of Railroad and 
Utilities Commissioners. That com- 
mittee said it was doubtful whether any 
aspect of public utility regulation had 
caused the commissions more concern 
than the fixing of a reasonable charge 
to domestic customers so as to cover the 
cost of distribution, accounting, read- 
ing, and servicing of meters, and such 
other costs as could be separated from a 
“commodity charge per se.’ The com- 
mittee pointed out that such costs would 
obviously vary, depending upon differ- 
ences in costs in different parts of the 
country, and that it was doubtful 
whether the application of a “‘straight- 
out service charge’ could be made 
‘nation-wide for some years to come.” 
The committee believed that in theory, 
and in many states in actual practice, 
the service charge was the most scien- 
tific form of rate. But the committee 
was also impressed by the fact that, 
in many states, this form of charge had 
been “‘met with bitter opposition even 
by those who were substantially bene- 
fited by the establishment of such a 
rate form.’ It was the committee’s 
feeling that the charge to the small 
domestic consumer was a “problem to 
be solved by each commission, especially 
when, as has been demonstrated, it is 
possible to design a block rate with 
23 National Association of Railroad and Utilities 
Commissioners, Proceedings of the 41st Annual Con- 
vention, 1929, pp. 329-338. 
24 minority report was submitted by Dr. E. W. 
Morehouse, Director of the Rates and Research 
Division of the Wisconsin Public Service Commis- 
sion. Among other things, he raised the question 
why there should be any ‘“‘concealment and decep- 
tion in assessing readily known customer costs when 
frankness and openness are justified.’’ He believed 
if the committee was right that the average small 
use customer could not understand the “‘fancy and 
complicated rate schedules” frequently quoted, it 





a minimum which very closely approxi- 
mates the curve created by a two-part 
rate consisting of a straight-out service 
charge with either one commodity rate 

for all amounts used, or a two- or three. | 
block rate.’? The committee believed 
that the service charge should be 
included in the energy charge provided 
for the first step of the rate schedule, and 
that the first step should be as small, 
measured in kilowatt hours, as “may 
be found just to the utility.” ** 

In its 1935 report, this same com- 
mittee said that ‘‘regardless of the 
theoretical assumptions underlying the 
service charge the indirect service 
charge form of rate’ was ‘“‘superior 
from the standpoint of consumer rela- 
tions and increased sales.” It quoted 
the New York commission to the effect 
that ‘“‘the fundamental objection to the 
service charge is not so much economi 





or accounting as it is psychological.’ 
The committee’s convictions on t! 
point were succinctly voiced as follows 


The successful promotional rate must 
avoid the creation of a psychological barriet 
and the indirect service charge appears 
satisfactory in this respect and also satisfies 
cost analysis within the limits of present 
requirements.** 

Fifteen years ago, the writer in dis- 
cussing the service charge made th 
statement that when the public on 
understood the service charge, t! 
would demand it in lieu of the less 
equitable minimum charge.” But 
was better to state the facts ‘‘openly and sin 
quoting an initial charge covering those definab! 
readily seen and recurring customer costs that 
to be met when any service connection is 
and maintained,” and then quote “‘blocks of energ 
at prices which decrease as use increases 
Proceedings of the 47th Annual Convention, Nati 
Association of Railroad and Utilities Commiss: 
1935, pp. 195-206. 
25C. O. Ruggles, ““The Significance of Minin 
and Service Charges in Rate Making for P 
Utilities,” Journal of Political Economy, Vol. XX*14 
1924, pp. 56-67. 
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ecy has not as yet come true; and 

been indicated, the trend appears 

the use of a minimum charge 

h allows the small volume customer 
a limited amount of service. The 
tic market for electricity appears 
ne in which it may be unwise 


to use what most students of 


rate making agree is the most 
ble form of rate. It is very easy 
ke political capital out of the 
hat the utility is “getting some- 
for nothing’? when it collects a 
charge and then makes an 
ional charge for any service it 
Che public utility is here con- 
with a problem similar to that 
1 government faces in exempting 
ncomes from taxation. When the 
nment must expend $1.25 to 
$1 in taxes, it must consider 
er it is worth while. The actual 
- of rate making in this country 
1 serious doubt whether the more 
ble service charge rather than 
by the utilities and the regulatory 
in the face of constant political 
mn against such a charge. This, in 
means constant litigation and, 
heavy regulatory expense. Ob- 
such expense must ultimately 
uid by utility consumers. 


mary and Conclusions 


[n summary and conclusion, it would 
that our experience extending 
veral generations of rate making 
rate regulation involving carriers, 
ind electric utilities, should have 

it clear that the economic forces 

ng the markets for public utility 

es must be taken seriously both 
regulatory authorities and by public 


managers. Early regulation of 


id rates was doomed to failure 
required rates to be no higher 
en date than they had been on 








some previous date; or which required 
that a railroad charge no more for 
transporting goods a given distance over 
any portion of a railroad system than 
was charged for the transportation of 
similar quantities of ‘“‘the same class of 
goods or merchandise or property” 
over any other portion of the system 
for an equal distance. Experience with 
such rates revealed that the impact of 
economic forces involving both time 
and space could not be met by such 
simple and uniform rules. Likewise, 
the early uniform rates for both gas 
and electricity failed in actual practice 
to cope with economic realities. It is 
strange after all such early experience 
that there should still be a demand for a 
degree of simplicity and uniformity of 
rates for a public utility service like 
electric power which ignores the fact 
that the market for this service is hetero- 
geneous rather than homogeneous in 
character. As will be shown in a follow- 
ing article, there is beginning to be a 
rather general appreciation of the fact 
that the tzme element is vital in rate 
making and that there may be some 
justification for flexibility in public 
utility rates. As has been indicated, the 
TVA rate contracts are sound regarding 
this aspect of rate making. 

The popular notion which has de- 
veloped in recent years regarding the 
possibilities of the use of the yardstick 
rates of Federal government projects 
has revived faith in the feasibility of 
uniformity in rates over wide areas. 
But here again, the vast experience of 
the state utility commissions shows 
that there is no justification for uni- 
formity of rates over 
economic differences are of such im- 
portance that uniformity in rates would 
actually bring about unfair discrimina- 


areas where 


tion among utility customers. There is 
some promise that dealings between 
publicly owned and operated agencies 











| 
| 








62 Harvard Business Review 


may bring about a much clearer con- 
ception of the economic principles 
involved in rate making. Undoubtedly 
municipal plants must decide whether 
they will sell power wholesale to the 
rural electric cooperatives, fostered by 
the Federal government, at rates placing 
a burden upon their own customers. 

Regarding so-called yardstick rates, 
it should be clear to any intelligent per- 
son that the vast multipurpose projects 
of the government produce electric 
power more or less as a by-product, 
and for that very reason a power com- 
pany, whether publicly or privately 
owned and operated which generates 
power as its sole product, cannot 
possibly compete with the by-product 
cost of these unique hydroelectric plants 
constructed to serve many purposes. 
This point has been much emphasized 
in recent years both by engineers and 
by economists, but the efficacy of yard- 
stick rates is still implied in much 
criticism of electric rates. 

There is some justification for com- 
plaints regarding the complexity of 
public utility rate schedules. There 
should be as much simplicity and uni- 
formity in public utility rates as sound 
principles of rate making will permit, 
but there are definite limits to such 
practice. This point should be quite 
clear from several generations of experi- 
ence with unsound rates which failed 
to bring about full utilization of public 
utility plant and, hence, the lowest 
possible rates for all classes of consumers. 

The market for electric power espe- 
cially requires differentiation in rates, 
if the utility is to secure the volume of 
business which will make the lowest 
possible rates to that group of customers 
(the domestic consumers), over which 
there is the greatest degree of monopoly 
control. Since some of the power com- 
pany’s customers have a real economic 
choice and can secure substitutes for 


the service or generate power for them. 
selves, the economic principles govern. 
ing the various segments of the market 
must be carefully weighed in making 
rates. Even such commercial and indy. 
trial consumers as have no such clear. 
cut choice in taking or leaving electric 
service can, and do, control the amount 
of service they will consume depending 
upon its price and their own economic 
interests. ‘This economic principle has 
not been given adequate consideration 
in the TVA rate contracts, which pro- 
vide that surcharges may be levied by 
municipalities upon commercial and 
industrial customers in order to make 
up any deficits which the cities may 
incur because of low domestic rates. 
It would seem to be obvious that the 
commercial or industrial customers wh 
have an economic choice and can make 
worthwhile savings by generating their 
own power will not purchase TVA 
power if the rates, plus the surcharges, 
are too high. Moreover, the TVA rules 
that these surcharges be based upon a 
straight percentage of bills and be 
applied “‘uniformly to all members of 
classes as to which surcharges are 
authorized,” fail to take account of the 
outcome of much unsound railroad rate 
regulation. Business is not secured by a 
public utility unless its rates are such 
as to induce the use of the service. A 
railroad will not have the opportunity 
to transport low-grade freight if rates 
on it are too high. Uniform percentage 
increases in the form of surcharges 
cannot be applied either to freight or 
to power rates without losing som 
business which it would be profitable 
to keep. Such losses are against the 
best interests of shippers of higher 
classes of freight and of domestic con- 
sumers of a power company. When 
TVA made certain rate contracts di- 
rectly with large industrial consumers, 
recognition was given to the economic 
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choice which such large consumers 
could exercise and rates were made 


‘+h would secure the business. The 


which 


criticisms of such rate making policy, 
in the recent investigation of TVA, 
failed to recognize the fact that TVA 
should make every effort to secure the 
business of any large industrial con- 
sumer whose patronage would reduce 
the unit costs of power. It is possible 
that the actual rate making policy of 
[VA will counteract, to some extent, 
the unsound, and indeed contradictory, 
visions of the TVA Act itself. It has 
indicated that the act requires 
domestic and rural markets be 
red in the sale of power, and yet 
is to be accomplished by a policy 
ch, according to other provisions of 
he act, maintains that “‘sale to and use 
by industry shall be a_ secondary 
rpose.’? As has been indicated, such 
are actually of primary importance 
domestic consumers. Another part 
the same section of the act (Section 
11), which is really contradictory to 
has been quoted, recognizes that 
to commercial and industrial 
mers may so improve load factor 
to make the result of primary interest 

to domestic consumers. 
Rates to the various segments of the 
irket for electricity should be the 
ins of securing sound expansion of 
i market or in preventing undue expan- 
n of certain parts of that market. 
loubtless, the most vital principles 
rate making can be better under- 
d if we disregard the mode of owner- 
p and operation. Unsound rates 
not properly develop the market 
or power merely because the project 
ippens to be publicly owned and 
rated. Neither a publicly nor a 
itely owned power company can 
to lose business which would 
in, in the last analysis, lower rates 
domestic consumers. The interest 








of that group of customers is about as 
valuable a yardstick for rate making 
as can be secured. If serving certain 
other groups of consumers will bene- 
fit domestic consumers, such business 
should be secured. If serving certain 
customers results in a burden upon 
domestic consumers, they should not 
be served. Any power company, either 
public or private, which attempts 
to force those customers who really 
have an economic choice to pay more 
than the cost of their own supply, or 
of a suitable substitute for such service, 
will not obtain the business. This 
outcome is against the best interests of 
its domestic consumers, because unit 
costs are not reduced as they could be 
under properly differentiated rates and 
improved plant utilization. 

The extent to which the service 
charge has been made a political foot- 
ball raises a serious question whether 
it should not be merged into a minimum 
charge which would include a certain 
amount of utility service. The trying 
experience of the state utilities com- 
missions with this phase of rate making 
appears to indicate that such a course 
of action would be wise in spite of the 
fact that careful students of public 
utility rate making consider the service 
charge a more equitable charge. At 
least such a course of action seems 
necessary until the commissions can 
be better equipped to educate the 
public regarding rate schedules. More- 
over, if the commissions can be made 
more independent of political control, 
there will be less temptation to make 
political capital out of those phases of 
rate making which can be presented 
in such a light as to appeal to the largest 
group of utility consumers. Further 
consideration is given to the significance 
of improving commission regulation 
as a means of securing sound rate 
making in a following article. 














PRICING POLICIES IN THE 


AUTOMOBILE INDUSTRY: 
INCIDENCE OF DEMAND 


BY HOMER B. VANDERBLUE 


HE earlier installment of this dis- 
cussion’ considered the proce- 
dure of setting automobile 
prices, against the background of certain 
of the forces governing supply and de- 
mand. Cost is the factor governing 
supply, and the willingness to purchase 
is the governing factor on the demand 
side of the market. We turn now to a 
consideration of the alleged rigidity of 
automobile prices and to an analysis of 
the factors affecting this phase of the 
industry’s pricing policy. Both long- 
term price trends and short-term fluc- 
tuations will be discussed. Again the 
illustrative matter is largely drawn from 
the experience of General Motors Cor- 
poration. 
Price Rigidity 
By way of introduction it may be 
said that the terms “rigid prices’? and 
‘flexible prices” are not always clearly 
defined by their users. Sometimes the 
latter appear to be confused in their 
thinking. On occasion mere frequency of 
price change is taken as evidence of 


1 XVII HARVARD BUSINESS REVIEW 4, Summer, 1939, 
pp. 385-401. 
2 There is a very considerable degree of this sort of 
flexibility in retail automobile prices arising from 
the widespread use of the “‘trade-in’’—a flexibility 
within the range of something like 5% to 10%. In 
the past few years, a part of the payment for more 
than 80% of the new General Motors passenger 
cars sold has been represented by a “trade-in” 
allowance 

Even car buyers and owners do not want greater 
flexibility of price, since every car in an owner’s 
hands is technically a used car. Such flexibility has, 
moreover, frequently been looked upon as an evil 
in the industry, not as a benefit. Indeed active steps 
have been taken by dealers’ organizations, imple- 
mented by a law in a few states, in the effort to 
minimize the price flexibility arising from variations 
in used-car allowances. 
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flexibility. This, by implication, js 
therefore good, even though the range 
within which price variations take place 
is a very narrow one.? Sometimes it is 
quick response to a shrinkage in de- 
mand—a_ sharp decline in prices as 
supplies are forced on a contracting 
market—that is approved, again largely 
by implication. Similar response to an 
improved demand by a price advance 
might be frowned upon as evidence of 
monopolistic practice. 

Because of the development of well- 
defined price classes during the decade 
of the twenties, it is a commonplace 
that the price tags on automobiles have 
not changed greatly over recent years 
The car has changed—but not 
quoted price. This condition was dra- 
matically disclosed by an exhibit of the 
Chevrolet Division of General Motors 
at the last Annual Meeting of the 
American Economic and _ Statistical 
Associations held at Detroit in Decem- 
ber, 1938. In the lobby of the Hotel 
Statler two Chevrolet coaches were 
exhibited: the 1928 model and th 


ne 


Whether even the purchaser who buys a new car 
without trading in a used car, actually pays the full 
indicated price again depends upon the actual bar- 
gain made between dealer and customer, however 
much the manufacturer may deplore the practice 
There is undoubtedly some flexibility in this part 
of the automobile market also. Moreover, the resai¢ 
prices of used cars are very clearly set in a bargain- 
ing atmosphere, with a high degree of flexibility 
They are likely to depend primarily upon the 
position of a particular dealer, as regards inventory 
and capital, as well as upon conditions of supp!y 
and demand for used cars of a particular type in 4 
particular locality at a particular time. The further 
point may be made that a used car is frequently 4 
part of the payment for another used car of lesser 
age, and that great flexibility undoubtedly exists 
in this portion of the market. 








ene 








ed 








Pricing Polwctes in the Automobile Industry 65 


rresponding car produced for the 
season. The comparable prices of 
two cars were approximately the 


ame, $664 for 1939 and $661 for 1928, 


the specifications and appearance 


of the two vehicles were very different. 


Wi 


1939 car weighed 2,910 pounds, 
.t for 1928 weighed 2,473 pounds; the 
eelbase had been increased to 1124 


nches from 107; the horse power to 85 
om 36; the number of cylinders to 6 


} 
4 , 


m 4; and the piston displacement to 
cubic inches from 171. In addition 
vide variety of new features were 
ind in the new car, which had not 
eared even in the most expensive 


rs of 1928.8 These were the results 


ten years of experiment and innova- 


n. Thus values per dollar of price 


as affected by quality) have not zn fact 


rigid during recent years. ‘These 
nsiderations combine to put a very 


; 


lifferent meaning upon the phenome- 


n of the relative rigidity of quoted 


rices from that found from examining 


e tags. 
usual or quoted price per car as 
tistical unit of measurement thus 
iks a condition which should be a 
er of common knowledge. After 
the number of first car buyers 
ime restricted as the great vacuum 
itisfied demand existing initially 
me filled. The competitive situa- 
then swung even more emphati- 
than before to giving the customer 
e for his money. The alleged price 
lity is therefore only apparent, not 
Mere price comparisons over a 
id of years are significant only if 


e article for which the price is quoted 


nues to be the same. Under these 


in illustration of the two cars, see advertise- 
the Journal of the American Statistical Assoct- 

+, No. 205. For further discussion of 
Court’s 
Hedonic Price Indexes” in The Dynamics of 


tle Demand, published by General Motors 


T 


prices and values, see A. T. 





circumstances, the quoted price per car 
is not a measure of value change in an 
industry where the quality has been 
steadily stepped up. The point is not 
one to be labored. It is too much a 
matter of common knowledge to any 
one who drives on the highway in a 
modern low-priced car. Let him com- 
pare the performance of his new car 
with that of the older ones which, 
originally costing several times as much 
as his own vehicle, now impede his 
progress. This illustration brings into 
clearer focus the real situation in the 
automobile industry: one of actual val- 
ues to the consumer markedly stepped 
up. This means that, in fact, real prices, 
added quality considered, have been stepped 
down. The condition is not one of long- 
term price rigidity, but of price decline, 
a chronic condition in the industry, 
which became especially marked after 
the middle twenties. 

Thus competition in the automobile 
business has now largely taken the form 
of adding quality within a conventional 
price range. It is, in a special sense, a 
competition of service and of quality 
rather than of This industry 
policy has stimulated the purchases of 
new cars by those able to afford them. 
At the time it has supplied, 
through the device of ‘‘trade-ins,”’ a 
supply of cheap transportation availa- 
ble to the purchasers of used cars. ‘This 
would seem to be the normal form of 


price. 


Same 


competition in an industry with a sub- 
stantially saturated market supplying 
a consumers’ durable good of consider- 
able value, where there is a large second- 
hand or third-hand market to satisfy 
the demands of those seeking low prices 


Corporation, New York, 1939. This volume, based 
upon papers presented at a joint meeting of the 
American Statistical Association and the Economet- 
ric Society in Detroit, Michigan, on December 27, 
1938, may be secured upon application to the Cor- 
poration, 1775 Broadway, New York. 
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rather than the latest mechanical im- 
provements and styles. The real inter- 
est of the American people is whether, 
as costs have been brought down and 
improvements developed, competition 
in the industry has resulted in passing 
on these advantages in lower real prices 
as measured by an increasing quality 
per dollar of price. The conclusion is 
inescapable that price rigidity in the 
automobile industry—looking at the 
picture over a period of years—is a 
myth. 

The discussion now turns naturally 
to a consideration of price rigidity from 
the viewpoint of the shorter term— 
recognizing always the existence of 
much flexibility by virtue of the impor- 
tance of the trade-in allowance. Once 
the prices for a model year have been 
established, they have usually been 
held constant during that model year. 
During years of expanding demand and 
heavy volume, prices have not been 
advanced to widen the margin of profit, 
nor have they been reduced in years of 
contracting volume. A continuation of 
a lower or higher level of costs, how- 
ever, tends to find reflection in the 
prices of a succeeding model year.‘ 
But it is not true that the industry 
marks up its prices in years of low vol- 
ume in the effort to secure a larger 
share of the actual unit overhead costs 
allocated on the basis of the lower 
number of units sold. General Motors 
prices, as we have seen, are considered 
from the viewpoint of Standard Volume 
and Standard Price, which consider the 
long-run and not the short-run inci- 
dence of overhead costs. 

There have been exceptional in- 
stances when prices have been advanced 
‘Thus the 1939 models were priced lower than 
those of 1938, which in turn had been higher in 
price than those of 1937. 


5 In 1934 Chevrolet and Plymouth were forced to 
reduced their prices, after advancing them two 


in an effort to offset increases in the 
costs of labor and materials which be- 
came effective during a model year. 
Even in those cases, the experience has 
been such as to cast grave doubts 
upon the possibility of maintaining 
profits by this device. There is always 
the danger that even a modest price 
advance by a single competitor will 
cause a shrinkage in the volume of its 
sales and thus check the _ profitable 
flow of business. Some owners will be 
led to drive their cars a longer time. 
others will turn to the used-car market, 
and still others will turn to alternative 
sources of supply—perhaps a car in 
another price class. Even if a single 
company possessed a complete monop- 
oly, the first two of these influences 
would be operative. 

It is, moreover, mainly in the short- 
time sense that automobile price policy 
has been attacked as one of “‘rigidity.” 
This was the burden of the criticism 
toward the end of 1937. It is a common- 
place that when demand falls off, prices 
of neither manufactured goods, nota- 
bly producers’ capital goods, nor con- 
sumers’ capital goods of considerabl 
unit values, are cut quickly and drasti- 
cally. The critics, however, ask the 
manufacturer to reduce his prices | 
such an amount as will make it possibl 
to maintain sales and production vol- 
ume. This is supposed to be simpl 
arithmetic. Let the manufacturer th: 
considerations of cost and loss to the 
winds. Under this simple assumption 
without inquiring as to its validity 
is, of course, easy for one not bothe1 
by having to consider costs or losses to 
suggest that the problem of maintain- 
ing employment is at once simple anc 
months earlier, in the face of a failure of For 
follow the lead of Chevrolet and Plymouth. 0: 
the Chevrolet price was cut, its percentage ol 
car registrations in the Low Price Group again ! 
sharply; that of Ford fell correspondingly. 
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of statement if not of solution. But 

-n if cost is to be ignored, a practical 
difficulty must be faced in appraising 
e demands of the market, should an 
ttempt be made to translate the as- 
ption into business policy. In the 
se of automobiles, no one knows how 
h of a price cut would attain the end 
iwht. Indeed no one knows whether 
en a drastic price cut might not fail 
ittract any perceptible number of 
tential buyers, most of whom already 
sutomobiles anyway.® In a period 
recession when demand is shrinking 
idily (it does not shrink all at once 
suddenly steady itself on a new 


isis), perhaps not even a series of 


cuts would maintain sales volume. 
If such a policy were once announced 
ven implied, demand would simply 
ip, as buyers awaited the succes- 
price declines. American automo- 
buyers are not stupid. Under these 
imstances, more inventories would 
up and a greater ultimate problem 
iidation would be created. ‘The in- 
tion would become chronic. That 
condition would help the employ- 
situation, in its fundamentals, is 

tly absurd. 
Conditions on the demand side of a 
rket can never be known with the 
hematical nicety that conditions on 
ipply side of that market can be 
praised. There, it is cost which is 
heant; and the determination of 
is a matter of the arithmetic of 
| accounting. On the demand side, 
ttempt must be made to appraise 
the market will pay. Here, there 
be no such mathematical precision. 
in know what the market does 
ind we can know how much is sold 
ular prices. But we cannot know 
¢ fact is that a slump in buying always follows 


years in which consumers build up 


entory of unused transportation in new 


buy in good times, and refrain from 





how much more would be sold at a 
lower price or how much less at a higher 
price. At best the nearest approxima- 
tion must be a guess with a wide range 
of error. Here we are in the realm of 
opinion and conjecture. 

Above all, it is essential to appraise 
the elasticity of demand; and while this 
can perhaps be guessed at in very 
general terms, it cannot be measured 
with nicety. By elasticity of demand is 
meant the extent to which a given price 
reduction will induce larger purchases, 
and the extent to which a given price 
advance will curtail them. Such price 
changes must be made, not by a single 
company, but by the industry as a 
whole. Obviously no single company 
can act alone, since it cannot, in a 
competitive price field, be the only one 
to advance prices, and it will not be 
allowed by the others to be alone in 
reducing them. Significant, also, is the 
fact that the degree of elasticity of 
demand is probably different for the 
same commodity when times are good 
from what it is when times are bad. 
Almost certainly is this true of the 
demand for automobiles and_ trucks. 
These call for a considerable initial 
expenditure on the part of the con- 
sumer and serve different uses where 
the demand is governed by different 
considerations. 

For some commodities, notably the 
bare necessities of life, demand is prob- 
ably highly inelastic at all times. Thus, 
a low price will not cause much more 
salt to be used by individuals, or a high 
price much less, and the total amount 
of salt which will be consumed does not 
differ greatly whether times are good 
or bad. Its total cost is negligible in 
any individual or family budget. New 
buying in poor times—thus intensifying the depres- 
sion. Manufacturers want to sell; consumers with- 


hold purchases, 
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automobiles are not necessities in the 
sense that salt is a necessity, and automo- 
bile purchases, involving a considerable 
expenditure per unit, are readily post- 
ponable and are not repeated at short 
intervals. Therefore, the elasticity of 
demand, a condition existing at any one 
time, is much less important in deter- 
mining when the readiness to buy be- 
comes real, than the degree or intensity 
of demand, which is a function of the 
state of prosperity in the economy. The 
intensity of demand is governed by a 
EXHIBIT I 

VALUE OF New PassenGER CAR SALES 
CoMPARED WITH NATIONAL INCOME 
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practical 


buy at any 


willingness to 
price. 

The purchase of an automobile in- 
volves spending a substantial sum all 
making commitments for 
substantial 


at once, or 
monthly installments of 
amount over a period of months. There- 
fore it is clear that an important, per- 
haps the governing, consideration in 
the mind of any prospective purchaser 
of an automobile, new or used, is his 
appraisal of the probability that his 
current income will be maintained over 
a considerable interval of time. Such 
appraisal necessarily governs the in- 
tensity of his demand—his willingness 


7 National income as measured by the Department 
of Commerce series, “Income Payments to Indi- 


viduals.” 


to buy, and his ability to buy at any 
price within a reasonable range. It jg 
not surprising, therefore, that sales in 
the low-price field are a larger percent- 
age of the total in poor times and a 
smaller percentage of the total in years 
of business expansion, or that the vol- 
ume of automobile sales varies with the 
total national income. If national! in- 
come is falling, sales of automobiles 
contract; if it is rising, sales expand. 
Exursit I illustrates this correspond- 
ence of movement. 

Between 1929 and 1932-1933 na- 
tional income’ fell some 40%, but the 
retail value of new cars sold fell some 
75%. Between 1932-1933 and 1937, 
national income rose about 45% while 
the retail value of new cars sold rose 
about 175%. A decline in national! in- 
come of less than 10% between 1937 
and 1938 was in turn accompanied by a 
drop in the amount spent for automo- 
biles of about 40%.° 

If general business conditions art 
growing progressively worse, or if there 
is even fear that they will become worse, 
then it becomes well-nigh impossible to 
gauge how large a price cut would be 
necessary to maintain sales. Especially 
is this true for a commodity (automo- 
bile transportation) where there is a 
large supply already in users’ hands 
tenance as well as operation costs are 
considerable. Necessarily also a cut 
the price of new cars reduces the value 
of the used car, which is frequently the 
“first payment” in an installment pur- 
chase. The automobile is a durable con- 
sumer good, and the problems creat 
by this condition are highly comph- 
cated ones, not susceptible of fine stat 
tical measurement. 


8 For further discussion of this point, see > 
Horner’s article “Statement of the Problem 


The Dynamics of Automobile Demand. 
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[he difficulty of appraising the effect 
f a particular course of action is fur- 
er aggravated by the fact that so 
iny cars are sold on installments. 
a considerable price reduction 
ymes much less important when, i1n- 
id of a lump sum, monthly install- 
‘nts are payable. On the other hand, 
buyers hesitate to assume such obliga- 
s, due at regular intervals over a 

1d of months, when they are uncer- 
about the permanence of their 

‘nt or near future income position. 


Cilt 


Instead, under such conditions, they 


to build up reserve funds, and 
willingness to buy an expensive 
ticle thus becomes more restricted 
is the purchase is postponed. Demand 
inks, and sometimes very rapidly, 
t did in late 1929 and again in late 


\nother logical difficulty arises be- 
ise of a frequent failure to distinguish 
tween elasticity of demand (a condi- 
existing at any one time) and the 
ticity in one direction only, or rather 
expansibility of the market which 
sted for automobiles in the years 
to 1926. This condition persisted 

a period of nearly thirty years 
nile the motor industry was growing 
rd maturity. So long as the big 
/blem of the industry was to produce 
hll a vacuum, new sales could be 
ired in volume by cutting prices, or 
offering a low-priced car, which 
| be absorbed by buyers who did 
yet own a car or who could trade 
their old cars to buyers who had 

er before owned a car. Selling in 
me and manufacturing in volume 
duced a condition of decreasing cost 
init of output in a growing in- 
try. Large sales brought low unit 
; low prices meant large sales. The 
pression of 1907 was consequently 
n by the industry in its stride, and 


that of 1921 caused a shrinkage of only 
20% in retail sales of new passenger 
cars in that year. As a contrast, the 
shrinkage from 1929 to 1932 was over 
70% while in the 1938-model year, a 
50% decline occurred from that of 
1937. In the period of automobile ex- 
pansion new strata of buyers were at- 
tracted by pushing prices lower for 
small cars, until presently the whole 
price structure for automobiles was 
modified. Since 1926 even the market 
for automobiles has steadily become 
less expansible, a condition placing 
greater emphasis upon replacements 
and upon competition in quality rather 
than in price per unit. Replacements 
now constitute a major part of the 
domestic market for new cars. 

This being the case, demand has now 
become highly sensitive to changes in 
the business outlook. When general 
conditions improve, the readiness to 
buy, even if this involves going into 
debt, increases. Such was the situation 
in 1936 and early 1937, and again in 
late 1938. In late 1937, however, as 
doubts of the future became real, sales 
contracted sharply. In the technical 
phrase of the economist, the demand 
curve, which in the several preceding 
years had been pushing to the right 
(i.e., more cars could be sold at the 
same price), was falling back so rapidly 
that it gave no clue as to how far it 
would go. 

The foregoing discussion does not 
meet the implied suggestion that it is 
the obligation of a great enterprise to 
keep operating even though inventories 
are piling up. Such a piling up of auto- 
mobile stocks creates not alone a finan- 
cial problem, because liquid resources 
are rapidly transformed into inventory, 
but a problem of physical handling as 
well. Automobiles are not pigs of iron, 
copper, or aluminum which can _ be 
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stored in material yards exposed to the 
weather. On the contrary, they are 
delicate mechanical instruments of fine 
exterior finish. This means that auto- 
mobiles cannot be piled hit or miss, or 
even in great open-air parks, for ex- 
tended periods without rapid deteriora- 
tion. The distribution system of the 
industry has been organized, therefore, 
to accommodate a streamlike flow of 
cars to the dealers, not the damming up 
of a huge pool or lake at the plants from 
which supplies are pumped to market. 
To store nearly 200,000 cars, the num- 
ber of new General Motors cars in 
dealers’ hands in early March, 1938, 
required some 20,000,000 square feet of 
storage room. At the factories were 
over 25,000 additional cars.’ The avail- 
able storage space was rapidly becom- 
ing a limiting factor.?° 

Explanation of the physical difficulty 
of piling up inventories does not, of 
course, answer the contention that the 
inventories would not pile up if prices 
were cut drastically, regardless of the 
effect on profit and loss. Let the indus- 
try lose money. Let it be assumed that 
in a period of rapidly shrinking demand 
cars can be sold somehow. What would 
happen if manufacturing continued and 
cars could not sold at the lower 
prices, is to be left out of account. ‘The 
whole proposal seems a little unrealistic. 

The extent to which prices can be cut 
threatening effective insol- 


be 


without 


*On December 31, 1937, there were approximately 
the same number of new General Motors cars in 
dealers’ hands. Thus by moderating output over the 
intervening three months, the inventory situation 
had been held in balance. 

'0 Even then the supply of finished cars did not 
necessarily provide a source from which the exact 
requirements of the purchasers could be supplied 
because of the wide variety of models and color 
finishes which are One Buick warehouse 


contained 197 cars, vet only one could be used to 


desired. 


meet the requirements of an order for a railroad 


carload shipment. 
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vency by draining away a company’s 
liquid assets necessarily depends in 
large part on the size of its purse. A 
company with a poor “‘net-quick”’ posi- 
tion cannot last very long in a period 
of poor business even if prices are not 
cut aggressively and continuously; one 
in strong treasury position can go 
through a long period of depression. 
Taken together, the outlays for di- 
rect and indirect labor, materials, and 
controllable expenses constitute from 
85% to 90% of the cost of making an 
automobile.'! In a period of contracting 
business the prices of raw materials do 
decline, sometimes quite sharply. Only 
in part, however, can such declines 
ordinarily present opportunity of say- 
ings attainable by an industry which, 
well in advance, must assure itself that 
supplies will be available when needed 
If it be suggested that some degree o! 
flexibility of costs might be attained 
through reductions in wage rates (and 
here the critics of price rigidity some- 
times balk at their own 
answer must take another form. Rigid 


logic), the 


hourly wage rates are the largest factor 
in keeping prices rigid and thus make 


price reductions impossible, or at least 


very difficult, except within very nar- 
row limits—unless great loss or even 
insolvency is to be courted. But here 
industry runs squarely up against the 
unreadiness of labor organizations to 


accept wage-rate reductions. ‘There 


On body styles alone, giving effect to vari 


i3 


optional features, the following variety of combina- 


tions was offered in the various General Motors 19 


models: 


Approximate A ppro. 

Number of Number 

Combinations Coml 
Buick 9,700 Pontiac 1,5 
Cadillac 25,000 Oldsmobile 2,800 
LaSalle 3,006 Chevroiet 5/9 


\1—In this connection see S. M. DuBrul’s arti 
“Significance of the Findings,” in The Dynami 
Automobile Demand. 
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so the political opposition to reducing 
irchasing power,’ whatever that 


12 


mean. 


It is true, of course, that, in a shrink- 


market, prices might be reduced 
hin narrow variable limits without a 
idverse effect on earnings, provided 
s increased sufficiently to offset the 
ce reduction by spreading the non- 
ible costs (from 10% to 15% of the 
over a larger number of units. 
:mount of any reduction thus per- 
ted would not be great; but, if it did 
in larger volume, that larger 
would mean a proportionately 

iller allocation of cost to each unit of 
tput. Always, of course, the argu- 
nt assumes that larger volume will 
follow such a small price cut, a 

of which no one can be sure, since 
ich depends on the intensity of 
and. Is demand expanding or con- 
g? In a panicky market such as 
ed in 1931--1932-1933 or in late 
ind early 1938, the attempt would 


ii 


ably have been fruitless. 
simple truth is then that the 
within which prices can, as a 
il matter, be lowered from those 
considerations of total cost are 
ely narrow, unless the enterprise 
* operated with a huge drain on 
sh resources. Faced with this con- 
on it would appear to be the part of 
lent management, obligated to pro- 
the integrity of the enterprise, to 


assumption that lower prices would auto- 
id part passu increase the amount which 


and so maintain employment (other- 


al 


lenounce rigid prices?) were valid, the 
tention that wage rates must be rigid is 
contradictory. Purchasing power is 
destroyed, by working at lower wage 

s destroyed, not created, by not working at 
e rates. The worship of rigid wage rates 
ther fallacy, especially if viewed against 
issumption that, in a period of declining 
init sales could in fact be stabilized by 





operate so as to minimize such cash 
drains and to ensure, so far as it is 
humanly possible, the long continued 
life of the enterprise. Only in this way 
can management protect the long-run 
interests of its stockholders and the 
members of its working organization. 
The position of the dealers is also to 
be considered. That position is inex- 
tricably complicated by the condition 
that they are merchants of both new 
and used cars and carry considerable 
inventories of both. Such inventories 
are likely to be heaviest at just such 
critical junctures as that of late 1937. 
A reduction in new car prices would 
automatically reduce the prices of the 
used cars which they carry in stock, as 
well as necessitate a cut in the used-car 
allowance on the sale of new cars. ‘Thus 
the effect of a cut in the price of new 
cars might not be successful in stimu- 
lating sales. By lowering the trade-in 
values of cars already in users’ hands, 
it might cause the latter to decide 
against purchases. Not only would the 
dealers’ financial situation be jeopard- 
ized, even though the manufacturers 
absorbed a part or all of the price cut 
on new cars, but their sales prospects 
might be demoralized. In not a few 
instances this would mean insolvency 
for the dealers and the consequent dis- 
rupting of the dealer organization upon 
which the industry depends for its di- 
rect contact with the buying public.?* 


cutting prices drastically—an assumption which, 
as applied to the automobile industry, is of doubtful 
validity. 

13 To some extent also there would be repercussions 
felt by the finance companies and, in certain sections 
of the country, by banks which have made loans to 
purchasers, although it would probably require very 
substantial price cuts to make this situation a serious 
one. Banks and other lending agencies also advance 
funds to dealers to carry their stocks during the 


selling season. 








72 Harvard Business Review 


The Automobile Industry in 1937-1938 


The painful experience of the auto- 
mobile industry in 1937 and 1938—for 
no one, except a very stupid person, can 
make himself believe that the experi- 
ence of the industry was not painful to 
all who shared in it—brings out clearly 
the difficulties which the industry faces 
when a sudden shrinkage of demand 
occurs. 

Even after the event, it is not clear 
(or capable of any rational estimate 
that would be useful in the administra- 
tion of practical affairs for a spot deci- 
sion) how much of a price cut made in 
January or March, 1938, or both, or in 
each of the months January—June, 
1938, would have been necessary to 
maintain car sales close to the levels of 
early 1937 or even at the levels of 1936. 
Quite conceivably such a policy pub- 
licly announced, or even whispered or 
rumored, would have dried up sales al- 
most completely. Nor can one even 
guess the extent to which such sales, if 
realized, would have merely been bor- 
rowing from the 1939-model year. It is 
highly questionable whether anything 
except very substantial price cuts, in- 
volving heavy loss to the manufac- 
turers, would have affected sales volume 
and employment in any important 
degree under the general conditions 
then limiting demand. Even deep cuts 
in price might have proved ineffectual. 
Who knows? Fear was high in men’s 
minds: the memories of 1929-1933 were 
vivid. 

The failure to cut prices drastically in 
1938 was thus due, not to a failure to 
recognize the existence of the problems 
created by the shrinkage of demand, 
which were all too real, but to a reali- 
zation that the problems were not 
simple. A race for lower prices, by intro- 
ducing new uncertainties into a situa- 
tion already very complicated, might 


well have resulted, not in larger sales 
but in smaller ones, in less production 
rather than more, in greater unemploy- 
ment rather than less. 

The policy followed was the policy 
which experience had taught worked 
quickest to stabilize the whole auto- 
mobile industry—manufacturing and 
distributing. New complications in dis- 
tribution and finance were not created, 
We have seen that the dealers were al- 
ready heavily stocked with new cars. 
They also had large stocks of used cars, 
largely carried over from the heavy 
trade-in operations of late 1937. In- 
stead of loading them with additional 
new cars, the manufacturers curtailed 
the volume of car production until 
available supplies in dealers’ hands 
(both new and used cars) should be in 
better adjustment with demand. By the 
summer of 1938 the situation was in 
balance again; and, with a sudden and 
unheralded pick-up in the demand fo: 
new cars, even before the introduction 
of new models in the autumn, it became 
evident that the crisis had been passed 
in orderly fashion. 

We turn next to a statistical analysis 
of the events of 1937-1938, and a 
measurement of the extent of the less- 
ened intensity of demand which 
the conditions under which the man- 
agement of an automobile company 
worked in the critical months of those 
years. A governing characteristic of tl 
demand for automobiles is a pronounced 
seasonal movement. With new car an- 
nouncements coming around Novem 
ber 1, as has been the case since 1959, 
sales normally reach their peak in April 
and then fall away fairly steadily unt! 
the end of the model selling year 1" 
October. This seasonal movement ! 
flects the governing importance 
weather conditions on the sales of auto- 
mobiles, especially the cold winter 0! 


) 


cad 
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les the North (the major automobile mar- 
on k which necessarily limits the 
Ny- amount of pleasure driving, and then 

re moderate temperatures of the 
y ng and summer. So well defined 
ed that a series of seasonal indexes can 


iIculated which measure the month- 
nth changes in the intensity of 
lemand through the year, attributable 
d sonal influences. 
Such indexes for deliveries of General 
rs cars and trucks in the 1938- 
year, based on November 1 an- 
ncement, are shown on Exunisir II. 
rures there charted indicate the 
tage of total annual 
o fall in each month. They are 
different as between the two 
of product, a natural enough 
trucks are 


» 
a 


sales ex- 


yn since cars and 

t for different purposes. ‘Thus, the 

\pril peak of passenger car sales is the 

because new car purchases are 

i considerable extent in antici- 

greater use later on; and the 

for trucks holds steady during 

mmer, when that for passenger 

ontracting. Even in the poorest 

recent automobile history 

ind 1933) some spring pick-up in 
irred. 

easonal index is an especially 

tool in determining, month by 

vhether the volume of business 

irticular month has shown the 

onal expansion, characteristic 

months February—April, some- 

something less, or 





more or 
er the shrinkage of 
ling months has been greater or 
in the normal expectation. In 

when the actual expansion of 


business in 


eeds normal or when the actual 
tion of sales is less than normal, 
| has expanded (i.e., intensified). 
contrary conditions occur, 
Intensity of 


\ ‘ the 


has contracted. 








demand is measured by the volume (or 
number of units) which can be sold at 
a given price. Since automobile prices 
were not changed in 1938 during the 
model year, we can, by comparing 
actual performance with the earlier 
seasonal expectations of probable per- 
formance in a particular month, meas- 
ure the shift in the intensity of demand. 


EXHIBIT II 
SEASONAL ExPECTANCY OF DEMAND FOR 
GENERAL Motors Cars AND TRUCKS 
FOR 1938-MopEL YEAR 
(Retail Deliveries in Each Month 
as Per Cent of Total Year) 











We begin with November, 1937 
(Exureit III). If the November rate of 
sales of cars and trucks (for simplicity 
of presentation the two are here com- 
bined) had been maintained through- 
out the model year, with sales thereafter 
exactly conforming to the seasonal pat- 
terns illustrated in Exuisir II (demand 
neither contracting nor expanding), the 
total production of the year would have 
been represented by a horizontal line 
on the level of 1,319,000 units. Under 
these circumstances, the annual rate of 
deliveries (after allowance for the sea- 
sonal pattern) would have been con- 
stant over the year and the intensity of 
demand would have been steady. 

What actually happened was some- 
thing very different. In each month 
from November until July sales fell 
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below the seasonal expectation of amonth 
before. In other words, each month the 
annual rate of sales fell below the corre- 
sponding figure of the preceding month. 
This indicated a continuing reduction 


in the intensity of demand from month 
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rate of 930,000 cars and trucks, or 
approximately the March rate of sales, 
This is indicated by the lower hori- 
zontal line on the chart. The difference 
between 1,319,000 units and the unit 
sales through August at an annual rate 


EXHIBIT III 
Annuac Rates oF Retait Detivertes INDICATED IN EAcH MontH By ACTUAL MONTHLY DELIverirs op 
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1937 

the low point of the 

rate of 709,000 

interim 
level, 


to month. In June, 
at the 
Because the 

that 
showed a re- 


year, sales were 
annum. 
months had 
while July and 
versal of the trend, 
year through August were at the annual 


units per 
been al ove 
August 


sales for the model 


1938 


of 930,000 vehicles measured the extent 


to which demand contracted during the 
model year 1938. 
The same chain 
trated in another form on Exuusit IV 
The top line of this chart shows the nor 
mal month-to-month apportionment 


of events 1s 


ext 
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during a year when 1,319,000 

sold. It thus pictures the 
expectation indicated by the 
er, 193/, This 


in other words, carries forward 


sales record. 


Fh 
actual sales in that month exceed this 
figure, the greater intensity of demand 
will be measured by this excess; if the 
1938). the 
lesser intensity of demand will be meas- 


reverse occurs (as it did in 


EXHIBIT IV 


AND ProyECTED MONTHLY RETAIL 


DELIVERIES OF GENERAL 


Morors CARS AND TRUCKS 
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projection is based on the application to the actual deliveries in a particular month of the seasonal 


over the remainder of the model year 


il November record of 118,600 
| trucks and, by applying the 
percentages, projects the indi- 
isonal distribution of sales over 
model year. In 
year the peak month (April) 
show sales of 164,000 units. If 


under of the 


[he seasonal expectancy is derived from Exuisir II. 


ured by the extent to which the actual 
falls short of the normal 
expectation. In April, 1938, not 164,000 
but only De- 
mand had fallen sharply. It had even 
fallen 


attainment 
103,000 units were sold. 


normal 
based on the performance of a month 


from the expectation 
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earlier. March sales had totaled 100,000 
units. April sales should normally have 
increased about 15% over that figure. 
Instead they increased a bare 3%. 

The curve showing the normal sea- 
sonal expectation, based on the March 
performance, is projected from the 
March actual deliveries on Exnisitr IV. 
Not until August did the actual figures 
approximate the March projection. In 
both July and August, however, they 
did exceed the indicated figures based 
upon the June figures—the third pro- 
jection of Exuisir IV. On Exutisrr ITI, 
this condition is reflected in the rise of 
the monthly rate in July and August; on 
ExusiT IV, it is indicated by the higher 
level of the curve of actual deliveries, as 
compared with the June projection. 
Demand was no longer shrinking; on 
the contrary, it had begun to expand 
moderately, while prices remained at 
the original level set at the beginning 
of the model year. The recession had 
apparently come to an end. It is impor- 
tant to note that it came to an end with- 
out a cut in prices. But from November 
through June the contraction had been 
drastic and uninterrupted, as was indi- 
cated on Exnuisir III. Since prices 
remained unchanged, there had been, 
in the economist’s phrase, a “‘left- 
ward” shift of demand at the level of 
prices obtaining in the market for Gen- 
eral Motors cars. Demand had become 
less intensive month by month. 

From a consideration of pertinent 
facts of the 1938-model year, we must 
next consider the possible alternative. 
Necessarily this takes us into the realm 
of conjecture. As we have seen, the de- 
mand for automobiles was falling away 
rapidly until the summer of 1938. Fewer 
people, in the face of what was feared 
to be impending depression, were ready 
to buy cars on time payments; and 
potential cash customers preferred cash 


to cars. And, of course, the buyer who 
could not postpone his purchase could 
always trade down in price class or 
turn to the used car market where 
distress bargains were being offered 

Demand undoubtedly became more 
inelastic also, especially the demand for 
both passenger cars and trucks used 
commercially. Such demand necessarily 
depends on the prospect of profitable 
use. There was a large existing supply 
of unused transportation in owners’ 
hands available for pleasure or business 
use. Therefore the industry was faced 
by a year of smaller volume, a prospect 
which became clearly evident after the 
turn of the year. So, as we have seen, 
the industry trimmed sail to ride out 
what, by that time, was recognized to 
be a storm of unknown duration and 
intensity. The one thing which is deti- 
nitely known about business recessions 
is that no one knows at their outset, even 
after the first shock to confidence, how 
far down business will go—or how long 
the ensuing depression will last. The 
“‘lookers-back” can always tell, alter 
the event, but not before; and even they 
must await a considerable lapse of tim: 
—during which businessmen have had 
to make decisions. 

It is worth while, moreover, to exam- 
ine in some detail the extent to which 
costs set the limits within which price 
reductions might have been made, by 
way of experiment, to test the marke! 
During the early months of 1953, 
appeared probable that small, i any 
profits could be earned in any case !! 
the business in prospect. Therefore, 
profit constituent of price was 
the window,” almost at once. Giving 
up probably non-existing profits would 
give no leeway for price reduction, 
of course. Might not depreciation be 
ignored? But depreciation accounts lor 
only about 2% of price; and a price re- 


, 
The 


Soy t 

















of these proportions, especially 
translated into monthly install- 


_could hardly tempt a frightened 


er group into going into debt or 
cash reserves into personal in- 
Next, the costs incurred once 


before the beginning of the model 
the expenses for new tools, dies, 


ecialized equipment) might have 
mored as a price factor. But even 
p would have permitted a price 
n of only 1% more, again a 
stimulant at best. Even if these 
steps in price cutting had been 
would sales have been main- 
better than they actually were? 


knows? Might not public readiness 


have been further demoralized, 
ould not dealer bankruptcies, 


listress sales of used cars (a condi- 


lready present in the picture), 


lestroyed, in any case eaten into, 


urket for new cars? Upon this 
the automobile manufacturer 


for the funds to buy the mate- 


nd to meet the pay rolls, which 


r make up about 85% to 90% of 
f building a motor car. 

his point in the discussion, it 

icant to illustrate in concrete 

ust what did happen in 1938 to 


emand for the Chevrolet, which 


ites some 60% of the output of 
trucks of General Motors. At 
plans were formulated for the 
del year, it was estimated that 
120,000 Chevrolet passenger 
ild be sold.!* The average fac- 
livered price set was approxi- 
5/38 (it must be remembered 
most cases this price would be 
the consumer partly by a used- 
de-in). On Exurisir V this price 
ire, which, on Exuzsirt V,is shown as the 


that being the term used, for conveni- 
esignating the volume of sales estimated 


v model year. 
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figure is shown by the heavy horizontal 
line at the level of $738. Now let us 
assume a recession in the intensity of 
demand from the level postulated by 
the estimated ability to sell 920,000 
cars at $738 apiece. For simplicity, let 
us make what is probably a much too 
favorable assumption, that at any point 
of time, as the demand curve moved to 
the left (as indicated by D2, D3, and 
D4 on Exuisir V), the dollar volume 
of sales of Chevrolets would have been 
a fixed sum, whatever the unit price of 
the cars.!®° In other words, in No- 
vember, 1937, if prices had been low- 
ered, the number of cars sold would 
have increased by a sufficient amount 
so that the dollar sales would have been 
exactly the same as they actually were 
in that month. And so for each succeed- 
ing month. 

The annual rate of unit sales in No- 
vember (676,000 units) did in fact 
prove disappointing, as the chart indi- 
cates, and the intensity of demand de- 
creased in successive months thereafter. 
By March the annual rate of sales had 
fallen to 463,000 units and by June to 
324,000 units. Prices were maintained, 
1.e., held ‘“‘rigid.’”? ‘The successive de- 
mand curves D2, D3, and D4 are drawn 
through the points of effective demand, 
l.e., the points measuring the annual 
rate of sales actually achieved at the 
$738 average price for these months. 

We can next make some broad ap- 
praisals of the extent to which prices 
must have been cut on March 1 in 
order to restore the November rate of 
sales in that month. Actual sales in 
March were 50,000 units; if demand 
had continued at the November rate, 
sales would have been 73,000 units. If 


18 As a result of such assumptions, we have a series 
of demand curves where the elasticity of demand is 
unity. Cf. F. W. Taussig, Principles of Economics, 
Third Edition, Vol. 1, p. 138 
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the demand curves D2 and D3 could be 
said to represent the true picture, a 
quick reading of the chart shows that 
it would have been necessary to cut 


prices about $230 in order to have at- 


below the price which would recover 
the out-of-pocket cost for labor and ma- 
terials. In other words, the more cars 
sold, the greater would have been the 
operating loss at such a price. 


EXHIBIT V 
CHANGE IN THE INTENSITY OF DEMAND FOR CHEVROLET CARS 
(Based on 1938 Chevrolet Passenger Car Composite Price 
and on Annual Rates of Deliveries Indicated 
in Certain Months of 1938-Model Year) 
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tained the November rate of sales. ‘The 
resultant delivered price ($505) was not 
only well below a price which would 
recover the cost of production (includ- 
ing overhead but no profit) but well 


ANNUAL RATE OF DELIVERIES TO CONSUMERS (In Thousands) 


A similar rough calculation for the 
June intensity of demand can be maa 
For June sales to have attained ¢' 
the March indicated rate for ' 


ec 4 
* 


month, a factory delivered price oi 3 


hat 











+ + 
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‘d the 


would 
ns. It must be assumed also, of 
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ive been necessary, and to have 
November indicated rate, 
under $355 would have been 


iry. Let it be assumed that per- 


wledge of the next month’s in- 
of demand had been possessed 
close of each month from No- 


» June, and that elasticity of 


1 continued to be unity after 
ift of intensity—if a price were 
which would have maintained 
vember level of sales (with pro- 
ind employment subject only 
nal influences), a series of down- 
evisions of prices might have 
ide, which—in the theory at 
have sustained sales and 


hat automobile buyers would 
pid as to buy when they knew 
holding off, the prices they 
e asked to pay would be lower 
ving month. At this point, we 
in the realm of the fantastic- 
this is really the policy which 
etimes suggested should be fol- 
egardless of the attendant loss. 


and Conclusion 


onomic principles behind the 
Motors price policy have now 
<plained against the essential 
background. It has not been 
ed that the prices of new cars 
ministered,’ since they are not 


tion system of the industry has been 
> an orderly production and move- 
the final purchaser. Early in the 
industry it was found necessary to 
to facilitate the flow of a product 
tion, distribution, and financing of 
plans must be made well in advance 
made or budgeted. Conceivably 
ars could be produced in advance 
n sales held at which dealers—or 
would bid against each 


This 


provide a grand 


nasers 


tomobiles marketing device 


show, akin to a 


tuld without doubt create flexi- 


discrimination) in prices. 


m (lor 
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the result of individual bargain beyond 
the range of the allowance. 
And with equal freedom, it has been 
recognized that automobile prices are 


used-car 


not jiggled with the seasons or as the 
phase of the business cycle changes. 
They are not flexible prices, looked at 
as short-run phenomena, except as 
flexibility again is introduced by varia- 
tions in the Of 
necessity, the prices are set in advance 


used-car allowance. 
of production; and over a period of a 
model year, the opportunity to vary 
prices is very small, unless the integrity 
of the distributing machine is to be 
endangered. Over the longer term, the 
trend of quality has been upward, and 
that of real price (quality considered) 
downward. 

This system of pricing is the basis for 
orderly manufacturing and for the 
maintenance of that well-organized sys- 
tem of distribution (which carries with 
it a system of subsequent service) and 
finance, which is essential to the sound 
growth of the industry. It is quite as 
essential for the protection of the dealers 
as it is for the proper scheduling of pro- 
duction.?*® It is the only basis upon which 
the can carry their oper- 
ations, free from the shadow of the fear 
that their solvency will be impaired at 
a single blow. Unlike the Irish apple 
woman of the automobile 
manufacturing or 


dealers on 


story, no 


business, distribut- 


But it would also almost certainly demoralize the 
market for every one of the established steps of 
the present industry, manufacturing and distribut- 
ing. Who could plan what? When? That it would 
bring steady employment or permit present wage 
scales which are predicated upon the maintenance 
of orderly and steadily flowing production sched- 
ules, is highly improbable. The maintenance of 
such schedules—together with the provision of the 


specialized equipment to insure their orderly 


achievement—has in large measure made possible 
the economies of manufacture which support both 
improved quality of 


the high wage rates and the 


the proauct 
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ing, can afford to sell at a loss because 
it sells more by so doing. Multiplying 
a loss does not convert the loss into a 
profit. 

In any one year the public readiness 
and ability to buy may shift quickly 
from causes, quite outside the control 
of management, which have proved 
largely unpredictable either by govern- 
ment or by private agencies. The public 
readiness and ability to buy, not prices 
for new cars set within the narrow 
limits fixed by practicability, constitute 
the keys to employment in the auto- 
mobile industry. An automobile is an 
expensive, durable consumer good. Pur- 
chasers of new cars frequently depend 
upon the ability to get a favorable 
trade-in allowance for a used car. The 
industry therefore faces the competi- 
tion of a well stocked used-car market, 
and the existence of a huge reservoir of 
unused transportation in the hands of 
its potential customers. ‘These can post- 
pone purchases for a considerable time 
without lessening greatly the amount 
of transportation service currently used. 
They do so whenever, as in 1938, they 
become uncertain about the future of 
their own income status. When pros- 
pects are better, they buy more freely. 
Herein lies the answer to the wide 
fluctuation in automobile sales. It does 
not lie in the pricing policy. 

The present system of pricing has not 
protected the inefficient or badly man- 
aged company. The survival of only a 
few companies out of hundreds which 
entered the industry indicates a highly 
competitive struggle. Losses have been 
sustained as well as profits made. Many 


companies disappeared as factors in the 
industry during the years of its greatest 
physical expansion. The forces which 
have been operative have been the 
forces of competition guided by man- 
agements, good and bad, the same 





forces which have driven the quality 
per dollar of sales price steadily up 
ward, even during the difficult years of 
the nineteen-thirties. 

Setting prices is not a matter of cost 
accounting alone. Cost accounts are 
useful tools; but they are at best only 
tools. Whoever seeks to know the truth 
about the price policy of General Mo- 
tors must start out with a clear realiza- 
tion that there are many items of cost 
that General Motors cannot control, 
and that it cannot control demand. It 
cannot regiment customers or require 
them to buy cars at any given time, or 
at given prices. It must meet com- 
petitors squarely. At the same time, 
the corporation must recognize, when 
it comes to appraising the market, that 
the level and trend of national income 
are among the most important determi- 
nants of the total value of automobiles 
which can be sold in a particular model 
year, or in a particular month. [he 
public reaction to general business 
prospects thus determines whether, at 
a given time, demand is to contract oi 
to expand, to abate or to intensily. 

Moreover, a price policy cannot be 
entirely determined by the level of de- 
mand. Especially is this true in a 
period of contracting demand when 
automobile costs continue to be rela- 
tively inflexible. ‘The expenditures {for 
labor and materials account for some- 
thing like 85% to 90% of the factory 
cost of an automobile. In setting prices 
in a particular year, General Motors 
has therefore turned to a policy which 
has been formulated in the long-rur 
interests of its workers and its stock- 
holders, as the management has been 
able to appraise these interests. In poor 
years, this policy results in prices hel¢ 
at levels set by long-term considera- 
tions, even though such prices can con- 


n 


tribute little, if anything, to profits ™ 
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years. In good years, there has 


) attempt to charge, even tem- 
_ all that the traffic would bear. 

weight has again been given, 
the opportunities of the moment, 
long-term factors which affect 


mand for labor, the provision of 


and equipment, and the require- 


ment that profits be earned for the 
stockholders over a period of years. It 
is only through an appreciation of such 
long-term price policies that we can 
understand the basis upon which prices 
are “administered” in the automobile 
industry, and in particular by General 
Motors Corporation. 











THE RISE OF AN INDUSTRIAL EXECUTIVE! 


BY C. 
HEN the three Dennison 
brothers—Aaron, __Eliphalet, 


and Benjamin—first came to 
Boston from the farm in Brunswick, 
Maine, they used to receive letters of 
from their father, Andrew 
Dennison. These letters are the first 
documents which relate closely to the 
history of three large business enter- 
the Dennison Manufacturing 
Company, the Waltham Watch Com- 
pany, and the Dennison Watch Case 
Company, the latter of Birmingham, 
England. The earlier letters deal with a 
wide variety of problems relating to 
and domestic economy. ‘The 
later ones are concerned specifically 
with the early difficulties encountered 
in the paper box business. In all the 
letters, a running fire of comment and 
criticism gives a vivid picture of the 
New England business pioneer, his 
temperament, and his philosophy. The 
emphasis on business matters was quite 
natural, for Dennison’s ancestors had 
been entrepreneurs in a small way at 
Annisquam, Massachusetts. They had 
speculated in ‘“‘wild land” along the 
Maine coast, and later settled at Free- 
port, where they engaged in the lumber 
trade and in shipbuilding. Andrew 
Dennison was born there in 1786, one 
of a family of fifteen children. 

If we turn to the Gazeteer of the Western 
Continent which was published by Jedi- 
deah Morse in 1810, we find that Free- 
port was ‘‘a post town in Cumberland 
co. Maine, at the head of Casco Bay; 


counsel 


prises: 


business 


1Compiled from originals and printed matter in 
the collection of the Dennison Manufacturing 
Company, Framingham, Massachusetts, and from 
a “History of the Dennison Manufacturing Com- 
pany,” by E. P. Hayes and Charlotte Heath, 


W. 


MOORE 


adjoining to Durham on the N. E. and 
to North Yarmouth on the §S. W.: 
about 10 miles N. E. of Portland and 
140 miles N by E of Boston... . |; 
was incorporated in 1789 and contains 
1330 inhabitants. A mine of silver and 
lead, it is said, has been discovered in 
this town.”? The mine proved to be a 
false hope, and business activity at 
Freeport developed slowly. Opportuni- 
ties in so small a village were few- 
too few to please the rising generation 
of Dennisons—and Cornelius left f 
the West. A letter from Cornelius | 
Andrew, dated Mt. Sterling, Kentucky,’ 
April 1, 1815, sets forth the business 
background of the Dennison story 
follows: 


r 
i 


Through a desire to promote your cir- 
cumstances, I have projected a scheme { 
your removal into this western country. | 
have been thinking that for you t 
where you do now [Freeport] you can never 
expect to increase but little in propert 
and possibly be able to do nothing m 
than just bring up your family. Your wife 
his roment- could have no objections | 
think as she has no connexion there she sees 
perhaps hardly once in six months. Here 5 
would get (if you saw fit to follow your trac 
considerably more for your labor, and the 
cost of living would not be more than hai 
as much and you would get twice as mu 
in cash. Here is a very rich country 
good many inhabitants. 


A1iU 


From Cornelius’ letter it would ap- 
pear that the prospects at Freeport were 
Fournal of Economic and Business History, Vol. 
August, 1929, and Vol. ii, November, 1929. 
2Mt. Sterling, Montgomery County, Kentuck) 
had a population of 83 in 1810. 











Gal 


with meager 
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rk indeed. A high birth rate combined 
natural resources had 


ven wages to a low level and made 


r 
ul 


1) 


iT There was a dearth of 
ital for the establishment of new 


ing dear. 


‘siness ventures and even insufficient 


for ordinary transactions, pay- 
nts often being made in kind. Andrew 


nnison fully appreciated these diffi- 
ties. A man with a wife and four 
idren, however, is limited in his 
of action, and Kentucky was out 
the question for him. Something 
rer home might do, and in any case 
was no need for precipitate action. 
not until 1818, three years later, 
\ndrew came to a decision and left 
rt for Brunswick. 
move was not a long one—about 
iiles—but it marked a real change 
nvironment, for Brunswick was a 
ising industrial town. At first the 
located in Topsham on the north 
of the Androscoggin River, but 
they crossed into Brunswick proper, 
Dennison bought a small farm 
» continued at his trade of shoe- 
In addition to his work on the 
ind at his bench, he found time 
tive membership in the Maine 
, and by 1829 he had risen to the 
colonel. He occasionally dabbled 
litics, but without much success; 
; he was too frank and forthright 
political career. In the course of 
years at Brunswick the family was 
ented by the arrival of five more 
en, making a total of nine—six 
nd three boys. 
Business Ventures 
( nel Andrew’s oldest son, Aaron, 


his full share of the Dennison 
sness, both physical and mental. 
shoemaker’s bench did not appeal 


m, and at the age of 18 he was 





apprenticed to the local watchmaker. 
At the close of his apprenticeship in 
1833, Aaron went to Boston and found 
employment as a journeyman watch- 
maker. Aaron made rapid strides, and 
father and son soon stood on an equal 
footing as partners both in _ business 
ventures and in the maintenance of 
Brunswick. Aaron 
financial relations 


the homestead at 
insisted that their 
be maintained on a_ business 
On March 19, 1836, he 
father: 


basis. 


wrote to his 


You will not blame [me] for wishing to 
have a claim on the property for whatever 
share I shall put in. I cannot but feel 
the necessity there is of looking after myself 
seeing I am increasing in years somewhat 
fast. Perhaps this feeling is the result of that 
‘Grasping and avaricious disposition” which 
Mr. Watson and Davis accuse me of pos- 
sessing, if so I will endeavor to check it. It is 
foolish in me however, to suppose that you 
would attribute anything of the kind to me. 


Colonel Andrew replied promptly, 
opening his letter with a formal flourish 
and immediately settling down to the 
pithy style that is his usual vein. 


Brunswick Sunday Apl 3d 1836 
Dear Son 


Yours of March 19 is before me and my 
first object is to answer your inquiries and 
sudjestion therein contained. 

First then conserning the deed, I went 
immediately to Portland and called on Mr. 

The deed is a complete 
signed by himself and wife 
which I 


Hartshorn. 
warrantee 
relinquishing her dower rights, &c. 
have in my possession. 

You mention about going more into the 
silk business and want my opinion on the 
subject. I have only to say that the project 
would suit me well if we had the “‘needful”’ 
but that will be an obsticle this year at least. 
The 100 which you thought might be raised 
for the object must be appropriated to the 
payment for the land as it would be bad 
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policy to lay out much expense on the land 
until we are sure we can secure good title to 
it. I bought the land at a great bargain I 
believe. Property has advanced 25 pr 
cent since I bought and is still advancing. 
Some people have told me of late that it is 
worth double what I gave, but it is not yet 
paid for & should I not do so it would pass 
out of my hands of course together with the 
improvements. 

I had 100 from the Bank half of 
which I paid in; yet in one way and another 
I owe about that amount in cash which I 
must meet within a fiew months & I know 
not where it is coming from. . . . but some 
gap will probibly open for me to get through 
when worst comes to worst as has always been 
the case with me all my life before. 

The course I had marked out for this 
year was to set out say 200 more [mulberry] 
trees which will about take up what ground 
I have and sow a good nursery so that in 
future I may have trees to sell, for I believe 
there will be more made from the sale of 
trees for a fiew years to come than from the 
rearing of worms, for many will be trying 
the experiment as our Legislature are doing 
something to incourage the business in the 
way of bounty... . 

We met a headflaw [accident] with our 
stock of worms eggs, through carelessness. 
The sugar box in which we have always kept 
them was wanted for Mr. Wyatt to carry his 
provision in on his Canada voige and the 
worms eggs were taken out and put on top 
of the high cupboard in the back part of the 
kitchen and forgotten until most of them had 
hatched out and of course died. We shall 
therefore want you to send us enough to 
produce 2000 worms. 

All these things you can send by Mr. 
Lufkin*® who is going to Boston soon & 
he will take this letter to you unless I shall 
conclude to send it by mail. 

Benjamin [the Colonel’s second son] is 
troubled yet with his feet swelling owing 
probibly to his having to stand upon them 
so much and living too high without the 
benefit of exercise in the fresh air... . I 
expect he will have to make a thorough 


* Possibly Aaron’s maternal grandfather. 


change in his business and diet before he 
gets rid of the difficulty and such a change he 
antisipated in the castle he named to you that 
he and Mr. Wyatt was building but that 
has all fallen about his ears poor boy for 
want of friends who were able to furnish 
him with cash. The plan was this . . . to 
take the new Stable which was built on the 
old Nichols Stand and try the Livery busi- 
ness on a large scale. He did about al! the 
trading but as there was 500 of the 1900 
down, he could not raise his part and was 
therefore obliged to give way for some one 
who could... . 

I have been thinking some time past that 
our old temporary shed must be taken down 
if I would save the stuff [lumber] so as to 
partly cover another, or it would fall down 
of its own accord and destroy itself. I have 
come to the conclusion to take it down this 
spring and put up a frame reaching from 
the house to the barn 53 feet in length by 
15 in breadth and 1 story . . . high fora 
kitchen & for wood & other uses... & 
a half story above for bed rooms over the 
kitchen and other purposes which might be 
most needed. It would be just the thing for a 
cocoonry as it might be so contrived as to be 
easily warmed by a pipe carried through 
the apartment from our cooking stove which 
would stand in our new kitchen. Esperience 
has convinced me that silk worms wil! not 
do well when exposed to our cold easterly 
storms in a building so open as our barn. 

While these things were turning over in 
my mind I Hapned to be down to Pikes 
new Bridge when they were engaged in 
taking away the timbers on which it was 
built & finding that there was enough 
except some joist which I could supply from 
our land on the hill I purchased the whole 
at 2 dollars pr hundred feet and none to be 
measured except 10 feetlong. . . . [have got 
the timber home, the horse hauling every 
stick of it from the ice where it laid. 

I have since the fire bought the roof of 
Mr. Stinchfields new shed which was 
pulled down . . . for 2 dollars. . . . You 
will also recollect that a part of the old shed 
roof is well shingled & which I intend to 
save. . . . The remainder I can batten for 
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resent. . Thus farr I can go ahead 
it money. 
ave been induced to take hold of this 


ess at this time from the consideration 


t rents are becoming scarce and of course 


Mi 





By the addition of the contemplated 
kitchen we can spare room enough for a 
mon family for which they would pay 
\lars per year so that a little more than 
he house will now rent for more than 

would give for the whole, two or 

years ago. We want our new kitchen 

, this summer with our cooking stove 

[ am not sure that I shall be able as 

rming is now soon coming on which 
require my whole attention. 

little ones want me to put you in 

of an orange for each of them; they 

‘a great account of these little presents 

you. Your mother has received the 

you sent her for a pattern and will 

to the new ones as you direct. 

Swain & Mr. Lufkin will start tomorrow 

ig for Boston one of which will hand 

any information therefore which 

pistle does not contain you can get from 


Your affectionate father 
And” Dennison 


this was news of great interest to 
n and of value to the historian. 
deed referred to is for the home- 
at Brunswick, bought with Aaron’s 
nce and owned in his name. In 
of 1836 the land boom of that 
was nearing its peak, and it is 
ttul that Andrew bought his land 
ich of a bargain. The “‘silk busi- 
have taken no small 
nt of time, attention, and money; 
the Colonel was shrewd enough to 

that the first profits, if any, 
| be derived from other speculators. 
njamin’s trouble with his feet was 
ed in the letter with some delicacy. 


seems to 


plain fact was that Benjamin could 
find work at his book- 
and in consequence was forced 


trade as 


mbark in the liquor business, proba- 
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bly as bar tender. This work did not 
please either Benjamin or the family, 
and it was something that could be 
endured only so long as great necessity 
should require it. This anecdote, with 
considerable other evidence, serves to 
emphasize the fact that unemploy- 
ment was a serious problem at that date. 
Benjamin solved his own difficulties by 
swallowing his pride and his scruples, 
but other members of the family. who 
were less able or less fortunate some- 
times depended on Andrew for support. 
The paragraphs dealing with the domes- 
tic economy disclose the highly self- 
sufficient unit of the time. Shelter, 
food, and clothing were, to a consider- 
able degree, matters of domestic produc- 
tion. Cash income was vital to the 
standard of living in the long run, but 
daily subsistence did not depend on a 
steady money income. The amount of 
cash required for a family may be 
inferred from a letter from Cornelius 
written in May, 1836, which mentions 
the high wages paid in Illinois—$120 to 
$150 per year for labor and ‘‘mechanics 
do better than that.” 

The lack of cash did not 
neglect of the art of financial manage- 
ment; on the contrary, the intricacy 
and extent of Andrew Dennison’s finan- 
cial arrangements are impressive, and 
those of his son Aaron far 
bafed my attempts to unravel them. 
The Colonel’s letter of Christmas Day, 
1836, gives us some notion of his fi- 


mean a 


have so 


nances. The letter is addressed to each of 
the three boys in turn. 


Dec. 25, 1836 


Son Aaron 


It is some time since I have written you 
more than a few lines being always in such 
haste when I wrote. I received your ‘‘Yes”’ 
on the Silk Manual & had but just time 
enough to run over to the Stage House and 
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give it to Hawes (Student) I mean the 25 
dollars which you doubtless received. I had 
but 56 dollars left & had just been chequed 
25 at Union Bank which I must pay tomor- 
row so that I shall be in funds but 6. 

When I am chequed again I shall have to 
look to you and Benjamin for part at least of 
what I let each have which will be in about 
5 or 6 weeks. I shall after tomorrow owe 
each Bank 25 dollars and shall have but the 
25 & 15 which you and Benjamin had to pay 
it with besides the 6 I have on hand. I also 
owe 13 dollars of the 50 I borrowed of 
Mountfort last summer which deficiencies I 
shall be able to supply by my earnings if I 
am well and nothing uncommon happens to 
prevent. I am under no other liabilities but 
what may be termed common old debts 
such as I shall feel bound to pay only when 
I can do it without calling on my friends to 
assist me or in other words when I can get 
what is due me. 

Your year I believe is about expiring & I 
should like to know if you engage again & 
on what terms. Keep a good lookout for 
Eliphalet. 

A. Dennison 


Benjamin and Eliphalet, the youngest 
son, had joined Aaron in Boston some- 
time during the year 1836, Eliphalet 
arriving in the fall, Benjamin probably 
earlier in the year. Colonel Andrew’s 
Christmas letter continues with personal 
chatter addressed to Eliphalet, who was 
only 17, and then turns to business 
matters in Brunswick. Andrew had been 
working for a Mr. Swain. 


[Dec. 25, 1836, continued] 

Mr. Swain failed yesterday, turned out 
everything to his creditors and has gone to 
work on his seat again [seated at his own 
shoemaker’s bench]. Bricket is gone today 
and Dunney also, for good. Bigelow John & 
myself are with him yet where I expect I 
shall continue at some rate or other either 
for him or for myself I don’t know which 


yet. 





[Dec. 25, 1836, continued] 
Son Benjamin: 


I have not heard much from you since yoy 
left home but presume you are at your old 
place & doing well. . I found time soon 
after you left to finish boarding up my 
buildings & getting in my wood including 
my hard pine from the hill which makes a 
verry comfortable looking pile, enough | 
should think to last me a year nearly if not 
quite. We go the whole length of our lo 
now without going out doors which makes it 
verry pleasant indeed. 

I should like to have a letter every tw: 
weeks from one of you, oftener than that wil] 
not be necessary unless something should 
take place which I ought to know. . . . | 
mean to include Eliphalet of course 

A. Dennison 











Be it noted that Colonel Andrew was | 
no idle dreamer. His shed had been built | 
according to schedule, his farming had 
been done, and his winter’s wood cut 
and piled. He had also been working 
presumably at his trade, for Mr. Swain. 





Problems in Domestic Economy 


The next letter, dated a month later 
shows a trait characteristic of the Den- 
nison family. This is the trait common; 
referred to as family loyalty, inciuding 
for the Dennisons a sense of responsi- 
bility for the welfare of their employees | 
It was not simply a matter of charity in 1\ 
emergencies, for it placed on the most 
successful member of the clan the duty 
of planning and providing for the 
prosperity of the rest. 


Brunswick Jany. 29, 1837 


Dear Son [Aaron] Str 


L 
Yours of the 22° is duly received and 
agreeably to your request. I now resume m) 
pen to answer it. 
Emily and her children are with us so ¢ 
all told we number up tolerably well! 


} 

















The Rise of an Industrial Executive 87 


got along a winter so comfortably 
ds conveniences as we have this. 
mv outdoor fixtures together with 
cooking stoves within disarms winter 
re than half its former terrors. Our 
warmed throughout without smoke 

is formerly our worst enemy. 
e a real nursery now, babies enough 


family & a little too many for the old 
en they all begin crying at once 
t does not often happen. 
t know what to say to you concern- 
H—*. . . . His prospects in the outset 
rtainly good and had he taken the 
its flood he might have been worth 
more. He dont seem to 
id why he should not be just as 
ited by us as if he had not mis- 
| his time and done the best in his 
establish himself on a good founda- 
business & character. He seems 
good mainspring as you say but 
omething wrong: he either cannot 
iptation or his taste has become 
or he never would prefer to be 
ym home night after night long 
ry honest man ought to be at home. 
t that Eliphalet begins to speak 
able mannish by this time. He must 
fast to gain 13 lb in so short a 
With regard to his situation . . . he 
stay there no longer then till he 
i better plan. I dont know but that 
is good enough but I dont like the 
shoe store]. 
rk for Mr. Swain yet but am not 
well as I was before he failed. Mr. 
s out of employ on same account but 
f getting some stock and manufac- 
le work. Bigelow is here yet but is 
of work. 
Your affectionate father 
A. Dennison. 


the oldest daughter, was in 
ned circumstances and had re- 
| to the homestead with her brood. 
a jeweler in Bath, had 
[he other babies 
to Almira, the 


usband. 
en doing well. 
bly belonged 


is given in the original. 


second daughter, whose husband, Mr. 
Wyatt, was also out of employ- 
ment. Colonel Andrew, his earnings 
reduced by the financial difficulties of 
his employer, carried the responsibility 
for all three families, unless some help 
was forthcoming from the sons in Boston. 
It must have been a very difficult year 
for all the Dennisons, for this bad begin- 
ning was followed in April by the sud- 
den and severe panic of 1837. 

The next letter was written in the 
late spring or early summer. The panic 
had driven the boys in Boston to new 
and stricter economies although they 
enough to have 


were still fortunate 


employment. 


Brunswick Sunday 30 5 P. M. 1837 
Dear Sons 

We received yours of last week and am 
glad to hear that you get along so com- 
fortably with your experiment of boarding 
yourselves and I now write a few lines 
to encourage you as I am persuaded you 
can get along full as comfortably and at the 
same time make a saving of 3 or 4 dollars a 
week which is an object worth looking to 
these hard times. We will do what we can to 
supply you with such eatables as eggs, 
3utter &c. The warm season having com- 
menced you will not need much meat if you 
can have plenty of Eggs & Butter. 

I am sore afraid that you do not have 
enough exercise to keep you in good health 
and spirits & to remedy that difficulty as 
much as possible I should like to have you 
retire to rest by 9 and rise certainly by 5 
in the morning and take a good long walk in 
the morning air at least one hour every 
morning when it is suitable weather 
don’t neglect this for I think it is important. 

I shall not be able to find time to write to 
you again perhaps for sometime to come as 
my busy farming season is close upon me and 
I have but one pair of hands to do every- 
thing almost, and that in a short time. 

I don’t know whether Capt. Woodward 


has got the hat on board or not as I have 
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not seen him yet but expect to in course of 
the day. If he has not got it I shall soon have 
to stay away from meeting for want of one. 


I shall not as I said above be in a situa- 
tion to write you verry often this summer as I 
shall be too stiff and tired to do it when I 
have time which will be on sunday only & 
then only a few hours that I shall not be 
engaged at meeting or in visiting the sick 
and lame. 

I expect you continue to go to meeting 
constantly on Sunday & all sit together if 
convenient & to be at your lodgings early 
every evening. [t is a good thing for young 
men to lay down rules of this kind and fol- 
low them to the letter. Lydia writes you also 
and has informed you of things which I have 


not. 
Yours affectionate father 


And” Dennison 


Four years passed and brought rapid 
changes in the business of shoemaking. 
Factory-made shoes were being bought 
in stores, and the independent shoe- 
maker was forced to turn cobbler or to 
become a factory hand. Neither alterna- 
tive appealed to Colonel Andrew. He 
was not overly fond of close application 
to routine work as we learn from Elipha- 
let who chides him not too gently, yet 
with some sympathy, saying, ‘This 
makes my saying true ‘that if you could 
control yourself to sit on your bench 
steadily, for a period longer or shorter, 
it would clear you from the cursed 
thraldom fof debt] that has ever en- 
compassed you and embittered your 
existence.’ I am the same and God only 
knows when I shall free myself.’’® 
Faced with the unpleasant alternative in 
regard to Andrew’s occupation, the 
whole family set about to seek a better 
solution. Politics offered a way out, and 
the Colonel set about a campaign for 
appointment as postmaster. In_ the 


5 Eliphalet to Colonel Dennison, Bangor, Maine, 
December 21, 1843. 


following letter to Aaron he reports on 
his progress. 


Brunswick, Feb. 14th, 1841 


Dear Son 


I received your kind letter in due time & 
was glad to hear that you and yours were 
all well. . . 

You want me to say something to you 
respecting my prospects for obtaining the 
P. Office. In answer to your inquiry I am 
constrained to say that my prospects look 
rather small. . . . I, you know, have not 
the power to give any of the aspirants any- 
thing to withdraw their names in my favor 
nor promise them anything in the way o 
exerting my influence for them as al! must 
know that money or moneyed friends alone 
can give any man influence in a community 
like this... . I have therefore made u; 
my mind to content myself with joging along 
in the old way believing that all will turn 
out for the best with regard to it although 
short sighted as we are we cannot see how 


Our best respects to Charlotte’ with 
yourself and all inquiring friends. 
And” Dennison 


The following year Eliphalet wrote to 
his father suggesting that he move to a 
new location where he would be the 
only shoemaker in town, but Andrew 
was unwilling to ‘‘pull up stakes” and 
try a new location. The problem 
maintaining the Brunswick homestead 
became more and more serious unt! 
finally, in 1844, Aaron took the matter 
in hand. He went to New York a! 
purchased materials to start his fathe! 
and the girls in the manufacture of pape! 
boxes for use as containers for jewelr) 
From this beginning there eventual!s 
developed the Dennison Manufactur 
Company. 

Aaron Dennison married Charlotte Foster 
1841. 
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The Rise of an Industrial Executive 


» Paper Box Factory 


new work started as a handicraft, 
aided by special machinery 

ted by Aaron and his father. The 
machinery produced a change of 
isis in Dennison business methods. 
that time the success of their 
es had centered on the solution 
financial problems. After the 
luction of machinery the major 
t was in production methods and 
iction costs. The original inspira- 
vas Aaron’s, but his father took 
idea with alacrity in spite of his 
ght years. The first record of the 
is dated November 20, 


business 1S 


iron, 


e to inform you how we are getting 
We are now in the full tide of experi- 
ut whether successful or not remains 
— 
impossible to come at anything like 
yn in this branch of the trade. The 
s so highly glazed that it cannot be 
1, and the cutting with a common 
a miserable slow process to make the 

I have a plan in my head’ 
would obviate all difficulties but it 
take the whole of my wages to furnish 

ving machinery for one year if I 
ret everything I want. 

In haste 
A. Dennison 


I don’t see how I can get along short 


or 30 dollars as I am owing my 
considerable and must have some to 
the wheels in motion beside. 


ynnel Andrew was also quick to 
the importance of factory disci- 
ind his use of time-study methods 


modern disciple of 


orthy of a 


Dennison was granted a patent on a box 
April 15 


, 1851 
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Brunswick Novr. 24, 1844 


Son Aaron 


I send you my watch which for the first 
time since I had it refused its duty. I want 
you to overhaul it and put in motion again 
in time for the bearer to bring her back with 
him as she is now a very important piece of 
hold i 


business. 


house furniture to us in our new 

The girls must have this constantly before 
them when at work as they do everything on 
time and by means of which they have been 
able to perform a greater amount of work 
than they or I ever expected. For the last 
4 days they have made one and }¢ gross per 
day and I think by constant practice they 
will be able to exceed that. 

I calculate that the waste is about 4 pr 
cent or one sheet in a quire about }% of 
which I should save by machine. 

I pulled my sign down long ago and have 
not earned a dollar at anything else since I 
commenced this business and a considerable 
part of what I have of you has gone for 
fitting up and improvements &c. 

Your affectionate father 
And” Dennison 


When the Dennison homestead was 


converted from a workshop into a 
factory there was an immediate change 
in the domestic economy. Subsistence 
farming shoemaking were dis- 
the major effort 
directed toward the production of cash 
The fell 
Aaron in Boston, since he had to buy 
sell the the 


infant industry in such time as he could 


and 


carded, and was 


income. heaviest burden on 


materials and output of 


spare from his own business. 


Brunswick Feb 9—45 


Son Aaron, 


When we get all our machines into a 
good shop and in good operation so that I 
can increase my help I think we might be 
able to compete with the Germen in the 
manufacture of the articles of the specimen 
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sent. . . . Matilda has tried her hand at 
imitating the most difficult one, the stuffed 
ring box, and has succeeded very well . 
but . . . we are not well situated to make a 
trial for the reasons before stated [lack of 
space and equipment]. Had we not better 
keep along pretty near home till we gain 
more experience. , 

If you send me 100 dollars I think I can 
get along some 2 or 3 months to come with- 
out drawing again. If you cannot con- 
veniently send me so much, less must answer, 
and I shall be under the necessity of asking 
the sooner for more. When I have not money 
I run a bill at Harmons for necessaries. 

I am in arrears now there for some 12 
dollars which I ought to pay. I owe 5 more 
for my wood that I got last winter which 
has enabled me to get along so comfortably 
this winter having dry hard wood to burn 
instead of green and I want to lay in about 
the same for the coming winter which I 
cannot do without money. [ want also 
to purchase part of a hog which is a very 
convenient article in a family but have not 
been able to do so for want of cash in hand. 


I forgot to acknowledge the receipt of the 
clothes &c. very much obliged. They came 
in good time as my old stock had become 
rather threadbare and some of them 
absolutely ragged. 

I never was better situated however to 
wear tattered garments than this winter, 
for I see nobody, as I am constantly in my 
Factory except on Sundays, and then they 
are so glad to see me that they don’t think 
to take trouble to examine my wardrobe. 


he small order problem made an 
early appearance in the paper box 
business. In 1848 it had become serious 
enough to cause a cleavage between 
Aaron in Boston and the factory at 
Brunswick. Aaron tried to maintain a 
steady flow of orders to the factory, and 
to expand the business by taking orders 
for new types of paper boxes. His zeal 
in this direction lead him to take so 
many small, special orders that the 


success of the business was threatened. 
Unfortunately, no permanent solution 
of the problem was obtained, and jt 
continued to be a source of conflict 
between the sales department and the 
factory over a period of many years, 
Andrew opened the subject in a letter 
to Aaron emphasizing the dominant 
importance of the factory, and con- 
tinued on the following day with an 
incisive statement of policy. 
(Dec. 17, 1848] 

My small improved [Paper Box Machine] 
is the Back Bone of the whole business after 
all, without which all of us together could do 
nothing. 


[Dec. 18, 1848] 
On the whole I have given them up [small 
special orders] under all the circumstances 
and confine myself more within the bounds 


of reason. Dont care now to strike out of 


my old frequented road into any bypaths 
especially where I must encounter Thorns & 
Brambles in the way I have. I have had hard 
scratches enough allready in getting to the 
spot where I now stand in the business to 
satisfy me. You no doubt ordered thx 
merely to save us from getting ashore for 
work but we had better do nothing. 

In most of these out of the way smal! 
the mackerel is sure to eat up the cod—the 
we can do. It would be a good rule to adopt 
now, never to meddle with any such unless 
it is allmost sure to lead to a large and 


Ce 


TS 


Hest 


profitable job. 


Y 


In view of Aaron’s propensity 
‘“‘meddling’” in anything and every- 
thing that caught his interest, we must 
admit the soundness of the Colonel's 
attempt to curb him, but the ton 
the criticism bears witness to a changt 
in Andrew’s outlook on life. He was ! 
longer looking hopefully to the future, 
and reaching out for new opportunities 
He was fairly content with his sm 
success, and fearful that Aaron’s reck- 


f Ly 
y| S 


less ambition would rob him of fi 

















encc. 
re the cause of his conservative view- 


raed 
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acquired position of relative 
Perhaps his advancing years 


and his short temper; or these 


toms may have been the result of 


naccustomed tension, speed, and 


nsibility that prey on the industrial 


ilist. Whatever the cause, this 
re was a permanent one which 
1 the growth of the business as 


.s Andrew remained active in its 


flicting Policies 


difficulties of coordinating the 
ind Brunswick branches of the 


ness inevitably led to friction. The 


ng sentences written by Colonel 
ire among the more picturesque 


:mples of his resentment on that score. 


[July 22, 1849] 
ve written twice before requesting to 
ther yea or nay [about a shipment 
and have received two or three 
nce but not one word about them. 
it made no difference with me 
we work or play, but for myself I 
well satisfied that there is not 
profit in loafing as there is in 
ething to do and something to 
especially so far as Algernon 
is concern’d. As to myself it is 
onsequence whether I work or 
see two great lubbers beating 
day after day it hardly looks 
e, even if we could make a good 


Dennison’s labor policy also 
what seems to be the inevitable 
luring the change from handi- 
factory production, which was a 
the Industrial Revolution. It is 
scribed in his letter of August 


rls altho they grumble a while (but 
re me) at pasting jewelry boxes at 
pr gro. have gone to work without 


any wry faces. I told them it was neck 
or nothing with me and if they could not 
afford to do them for that I must take a 
crew of little girls (enough of which I had 
on the docket) who would jump at the 
chance to earn 20 or 25 cents pr day. 


In 1850 Aaron Dennison embarked 
on his great adventure that gave rise to 
the Waltham Watch Company and, in 
fact, set the standard of manufactur- 
ing procedure for the watch industry 
throughout the world. Even today, 
engineers are working out the details 
of the master plan that Aaron developed 
in such spare moments as he could glean 
from his own business and the affairs 
of the box factory. When it became 
necessary for Aaron to devote his entire 
time to the watch factory, Eliphalet took 
over the Boston end of the box business. 

Eliphalet was a salesman, by inclina- 
tion and by experience. He soon was 
pressing the Colonel for more produc- 
tion, more kinds of product—even 
urging him to move the factory from 
Brunswick to the neighborhood of 
Boston; but on that score the Colonel 
was adamant. On December 29, 1850, 


he wrote to Aaron: 


With respect to my removing my Factory 
to Roxbury I need only say that I have 
never entertained a serious idea that it 
would answer. I should be emphatically 
mooving from home. What could I do for 
my ample room for all purposes; and for my 
cow, hens, garden, celler and well and ice 
house from which we can draw all the good 
water we want by taking a few steps to the 
pump in the sink which is at all times above 
32 farenhett and then—when we are thirsty 
and want a draft a few degrees cooler we 
have only to hack a little ice into it and have 
it just as we wish. Then again the farm on 
the hill where I cut hay for my cow and my 
eight cords of the best of hard wood cut & 
split and seasoned under cover & so per- 
fectly dry that one stick will burn free alone. 
And then again our convenient church to 
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repair to on Sundays where we can be as 
comfortable in any weather as we can be in 
our own houses furnished with a good clock 
and Bell with other conveniences to 
neumerious to mention. 

How could I pull up stakes now at my 
time of life and leave all these comforts with 
but little if any prospect of being com- 
pensated for such a sacrifice. 

I certainly must see things in a very dif- 
ferent light before I could think of it. This 
being the case Eliphalet talks now and then 
about buying me out, but I tell him I see 
but little difference between my selling or 
giving out as he has nothing to pay and 
never can have so long as he suffers his out 
goes to exceed his income. 


The reasons that Colonel Andrew 
gives for remaining in Brunswick reflect 
the fear of change that is characteristic 
of his age and position. The physical 
comforts that he possesses at Brunswick 
could be duplicated in the Boston area, 
but the comfort of treading the old 
accustomed paths, of thinking the 
familiar thoughts, of solving the old 
problems with the old answers—these 
things are too dear to leave. Andrew 
has covered a complete cycle of manage- 
rial development. He has rebelled 
against the crushing competition into 
which he was born. He has launched out 
courageously into a new field of effort; 
he has seized upon and used the new 
techniques of his day; he has changed 
the very basis of his way of life to suit 
the conditions of his new opportunities. 
But now that he is old and business is 
approaching still other and _ greater 
changes, he cannot find any virtue in 
them. He is critical of the customs of this 
new day and even threatens to sell the 
business to strangers, leaving Eliphalet 
stranded. Paragraphs from his letter of 
December 12, 1854, addressed to Aaron 
illustrate his attitude: 

My ardor has considerable cool’d in re- 
gard to going into any new business if I 


should be lucky enough to get rid of the 
perplexities of the old one especially where 
it will require any outlay. My prospect 
of getting anything over and above my 
immediate wants of E. W. if I sell or do not 
sell out to him considering the depressed 
state of trade and the scarcity of money & 
his ideas of economy you know as well 4s 
myself— 

I dont complain of him because I think 
(as economy is repudiated by almost every. 
body) he is doing as well as others in hj 
circumstances. I must own I have some 
misgivings about entering upon an untried 
experiment at my time of life. I want repose 
now more than I do money. . 

An entirely new business will of course 
involve me in more or less troubles 
perplexities which may be better born by a 
middle aged man. I have not forgotten yet 
how much uphill there was at the commence 
ment of the box business & in fact up to thi 
day I have never been able entirely 
master them. 

In fact so many of them still cling t 
that I am induced to give it up at almost 
sacrifice. Suffice it to say that I have never 
attained what I expected Viz. a tolera! 
degree of independence as I could neve 
raise enough from the business to keep my- 
self out of debt. 


Fortunately for the box business 
Colonel Andrew did not have 
strength of his convictions; the incessant 
battle against change and youth 
more than his patience and _ physical 
vigor could bear. In 1855 he sold 
business to Eliphalet for $5,000 net. 

After 1855 Colonel Andrew made 
serious attempt at business, although he 
built and sold a few  box-making 
machines. His means were adequat 
to provide for his remaining years. In 
1861 he paid a long visit to Boston, anc 
his sons attempted to fit him int 
industrial schemes which they 
developing. The attempt failed, how 
ever, and he returned to Brunswick 
where he died in July, 1869. 








well 
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ments and Limitations 
irew Dennison’s career illustrates 
mergence of a competent indus- 
executive from the ranks of petty 
lism. This is a familiar episode in 
in business, and we will not 
| on it here. The effect of the factory 
on the individual executive and 
mits of individual development 
ss often been discussed. 


When Dennison adopted the factory 


em it altered his way of life in much 
me manner that it has altered the 

s of factory laborers since the Indus- 
Revolution began. Under the old 
highly competitive handicraft sys- 
f production, the Dennison family 
developed the homestead as a 

s of collective security. This secu- 
was founded on a combination 
ibsistence farming and handicraft 
stry on the same premises. The 
estead produced the essentials of 
fuel, and shelter, and at least 
of the clothing was made there. 
income was derived from the 
hop where shoes was built to 
When the factory system was 
ed by Dennison, the emphasis 
shifted to the maintenance of 
mic security by a type of insur- 
Each member of the family con- 

d according to his means to the 

of any unemployed member. This 
ngement was entirely informal, but 
prompt and effective in prevent- 
listress. ‘These two methods of 
ding for security were very fully 


( 


ped by Andrew’s descendants and 
uccessors in the Dennison Manu- 
iring Company and in the Waltham 
hn Company; but that is a story in 


view of Dennison’s accomplish- 

would be unjust to dwell on his 
to assist in the second step in the 
pment of the Dennison Manu- 








facturing Company—the change of 
emphasis from production to sales. Few 
executives have the genius and flexi- 
bility necessary to follow enthusiastically 
the successive changes that a long 
career in business usually brings. Den- 
nison’s difficulties on that score merely 
serve to stress the familiar maxim that 
an executive should not delay too long 
in passing the responsibility for progress 
to his juniors, retaining for himself the 
réle of counsel and critic. 

Andrew Dennison skillfully accom- 
plished the most difficult task that falls 
to a chief executive; he led a business 
organization successfully through a ma- 


jor change of business methods. ‘The 


organization in this instance was a very 
small one, but the change from handi- 
craft to machine production was one of 
the greatest in the history of business. 
He brought to his task the physical 
vigor, the ingenuity, and the tenacious 
purpose which it required. He also had 
the knack of vivid and homely expres- 
sion that is so useful in controlling the 
human relations upon which business 
performance is based. 

When Colonel Dennison found him- 
self at odds with the times and with 
his subordinates, he reluctantly threw 
the burden of the business on younger 
shoulders. Perhaps it would be better 
if business executives in general were 
exempt from the old American tradi- 
tion that is a point of honor and a source 
of satisfaction to die in harness. Andrew 
Dennison seemed to enjoy his fourteen 
years of retirement. In 1861, when he 
was visiting Aaron in Waltham, he 
wrote to Benjamin: 


I have found enough to do to keep my 
mind employed in fixing up things on 
Aaron’s premises as he has no time, if he 
has any taste for such matters and he has to 
be at the Factory as much as if they were 


going full blast. 











HOW SHOULD EXECUTIVES BE PAID? 
BY JOHN CALHOUN BAKER 


UIDING principles are particu- 
larly needed to direct and con- 
tro] executive payments, since 

no philosophy or even comprehensive 
literature exists concerning them. It 
is the purpose of this study to out- 
line certain of these principles, in- 
cluding what executives expect from 
what the methods 
may be to 


corporations and 
of rewarding executives 
secure the desired social results. The 
significance of such generalizing far tran- 
scends the problem of the amounts paid 
and the methods used in making pay- 
ments; it is intrinsically an examination 
of how to reward executives in order to 
retain successful business 
leaders—a great social and economic 
problem. Stated somewhat differently, 
it is an answer to the question: How can 


secure and 


present executive payments be justified? 
‘his article is by no means exhaustive 
or final; it is rather a_ preliminary 
review of important factors revealed by 
numerous careful analyses. 

During the last twenty years, many 
intricate plans have been adopted to 
solve the problem of paying executives. 
Few of these plans developed into real 
solutions; often they brought in their 
wake more misunderstandings than they 
solved. ‘The failure to appreciate the 
true nature of executive compensation 
and the lack of definite objectives ac- 
count mainly for the 
results. Very few if any cases of actual 
“skullduggery”’ and official connivance 


unsatisfactory 


in executive payments will be found 
among the large group of publicly 
owned companies on which this analysis 
is based, although the belief has existed 
in certain quarters that such conditions 


94 


must be prevalent. The contradictions. 
limitations, and weaknesses, however. 
of many of these plans can be seen from 
the following statements 
them: 


concerning 


1. Certain plans permit large annual cash 
payments without any definite relationship 
to executive performance and corporate 
earnings. 

2. Certain plans focus an executive’s at- 
tention on speculative interests rather than 
on the immediate problems of his job. 

3. Certain plans cause an executive’ 
income to fluctuate so widely from year t 
year that his standard of living becomes 
unsettled. 

4. Few plans deal satisfactorily with 
problems of an executive’s retirement 
estate. 

5. Only a few plans consider the 
problems faced by many executives tod 

6. Few if any plans furnish security 
desire popular today not only with work 
but also with executives. 

7. Certain plans overemphasize an execu- 
tive’s immediate rather than long 
interest in a company. 

8. Few if any plans indicate an ap 
tion of the nonmonetary satisfactions which 
an executive desires from his work. 


In addition, officers and directoi 
seldom if ever analyze their plans care- 
fully and decide when such plans 
should be classified as _ profit-sharing 
plans, when as incentive or bonus pla! 
and when as both. This failure to under- 
stand the character of their plans 
confused both thinking and objects 
so much that when certain groups attack 
profit-sharing and favor bonus | 
ments, careful logic might reverse the! 
position, because in reality they may 


PS 
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jefending profit-sharing and condemn- 
bonus payments. 
[he amounts and the methods used in 
ng executives are now known, and 
ivailable for examination. Why 
itives are paid present salaries and 
‘ther they are paid in the proper way 
unanswered questions which de- 
mand careful scrutiny. ‘These questions, 
it must be remembered, are no longer 
ted simply to directors, officers, and 
kholders, but because of the eco- 
importance of corporations, they 
great social significance; and if not 
rly regulated under private cor- 
ite management, executive com- 
ition may be controlled by law. 
Such action would be most unfortunate, 
it would restrict rather than 
irage initiative, a required quality 
executive. Here it 
important to point out that few 
inies have ever stated definitely 
executive compensation policies. 


successful 


\merican ‘Telephone and Tele- 
Company, the Jewel Tea Com- 
ind a group of others are the 
ion rather than the rule. The fol- 

ng is a statement of policy issued by 
Directors of the Telephone Com- 
1934: 


Board of Directors have fixed the 
< ; of the executive officers of the 
in Telephone and Telegraph Com- 

n the basis that it is necessary for the 

System with its essential service to 
tain itself as an institution of opportu- 
the best brains and ability in the 


Directors feel that the salaries paid 
no way disproportionate to the size 
portance of the Company and that 
ere not before they were reduced. 
nuses have been or are paid. More- 
the individuals concerned pay any- 
up to one-half of their salaries in 
ind Federal income taxes. 





The Company has to compete with 
opportunities for talent in all other fields. 
It is necessary, therefore, to pay manage- 
ment adequately for, unless this is done, the 
business will not retain or draw to it in the 
future the ability it needs. If we could get 
better men by paying more money it would 
be wise to do so. On the other hand, to have 
it understood that first-class talent can hope 
for but relatively poor reward in the Bell 
System would be the most certain way to 
breed decay in this great enterprise. 


Background of the Problem 


Before progressing further, it becomes 
necessary to define various loosely used 
terms. The term “executive” 
multitude of men and positions. For this 
study, it may properly be applied to a 


covers a 


wide group of senior and junior cor- 
porate officers who devise, direct, and 
execute corporation Certain 
companies often divide their executives 


policies. 


from other employees by means of some 
arbitrary wage level, such as salaries 
of more than $3,000 or $4,000 annually. 
Other 
made to classify 


more elaborate attempts are 


them by analyzing 
carefully their various functions. Such 
fine definition is not required here, and 
since most classifications are open to 
serious Criticism, little labor and space 
will be devoted to defending the general 
definition to be followed. Suffice it to 
say, the definition used here is also 
imperfect. 

The corporations referred to in this 
study are mainly companies with widely 
diffused stock ownership that 
securities listed on the New York Stock 
Exchange. The responsibilities of the 


have 


executives in these corporations are 
somewhat different from those directing 
the few other large and the numerous 
small, privately owned corporations. 
So long as corporations were small, 
controlled and managed directly by 
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owners, there was little need for con- 
cern about executive payments. Those 
who did think of executives as managers 
under those early corporate conditions 
sympathized with them and puzzled 
over ways of giving them sufficient 
influence to perpetuate sound manage- 
ment. With the advent of large corpora- 
tions and diffused stock ownership, the 
earlier condition changed so rapidly 
that its shadow remained years after the 
substance disappeared. Today in large 
corporations, by virtue of position alone, 
executives have great powers. Since 
corporations have the power to influence 
drastically the lives of many, the prob- 
lems of executive payments and control 
become serious ones. Stockholders for 
the most part are mere receivers of 
dividends, and even if they understand 
corporation problems (which most of 
them do not to any appreciable extent) 
they probably would still not act 
promptly or decisively on important 
questions. One question seems to bestir 
action on their part, and that is execu- 
tive payments, particularly when no 
dividends are paid. About this question 
stockholders can and have become 
indignant, and with the ever widening 
publicity being given to this matter, 
they will probably become even more 
conscious of mistakes, inequities, and 
abuses which may occur. 

Absentee ownership in a_ rapidly 
changing world adds to the power and 
importance of corporate executives, and 
the need is strongly indicated for proper 
methods of payments, so that execu- 
tives may receive the proper satisfac- 
tions, and society may be permitted to 
secure what it requires from them and 
from the corporations they represent. 
Executive power, derived almost en- 
tirely from position, is probably one of 
the reasons for the relatively few changes 
in senior management positions. 


Executive Motivation 


Human desires, like the shape of 
clouds, may change rapidly, and their 
outline today may not be recognizable 
as the same tomorrow, but, neverthe- 
less, back of all the minor changes are 
fundamental desires and wants. It js 
with these desires that a general con- 
sideration of executive compensation 
must deal. Some of the fundamental 
satisfactions desired by executives are 
given below. No attempt is made to 
have this section comprehensive. It js 
necessary, however, as a base for the 
following divisions of this article. Many 
of these points have little, if any, con- 
nection with dollar payments. 


(1) Pride in the organization with which 
an executive is associated is important. In 
part, such pride arises from the existence of 
inspired leadership. 

(2) Freedom of action, with responsibility 
and power, are prerequisites of any execu- 
tive position. 

(3) The opportunity of observing an 
organization as it functions rewards many 
executives for the most strenuous work 

(4) Title and position loom large in the 
minds of many officers. 

(5) The financial rewards of executive 
positions are adequate and even large, and 
must be gratifying to many. 

(6) An executive position carries with it 
the opportunity of great public service. 

(7) Stability of position, a high standard 
of living, and tenure of office are desired by 
most men. 

(8) Fun and interest in the job inspire 
many leaders. 


Any ranking of these points in order 
of importance is futile, for they are o! 
varying significance to different execu- 
tives, possibly changing frequently 1n 
importance from day to day for many 
men. It should be remembered, however, 
that this list of satisfactions which 
executives may secure from busin ess 
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men to struggle early and late, 
their families, and even die at 
age. 


of Payment 


4 


most widely used methods of 
executives are: (a) straight 
ry: (b) salary and cash bonus; (c) 
and stock bonus; (d) salary with 
ns or warrants to buy stock; and 
mmissions, frequently with rela- 
small drawing Also, 
involved combinations of these 
exist. There are only three basic 
ds of paying executives, however: 
salary, which the American 
hone and Telegraph Company 
salary with some form of additional 
nsation, which General Motors 
oration uses;and commission, which 
Woolworth company uses. Among 
mple group of industrial companies 
), two-thirds used the fixed salary 
hod with some form of bonus; by 
the number was greatly reduced, 
ippeared as if not over one-third 


accounts, 


companies used this form of 
nsation, although there was a 
ite tendency to revert to it. The 
rity of the other companies paid 
ives a formal salary; very few paid 
nissions. Among the retail com- 
studied, changes in the practice 
ng executives were not apparent 
the period. At least three-quarters 
n paid formal salaries with some 
bonus in 1929, as well as in 
ind 1937.! 
critical examination of the two 
nethods of rewarding executives 
ssary at this point to furnish the 
und for the main part of this 
ration. 


r > 7 
Executive Sala and Bonu lans 


k, McGraw-Hill Book Company, Inc., 





Formal Salaries. The formal salary 


method of paying executives is less 
complicated than any plan involving 
bonus payments, and presents one main 
problem—that of the annual rate of 
pay. The advantages of this method are 
numerous, and are often in the nature of 
objections to other plans. Few officers 
can afford to gamble for any length of 
time on low salaries frequently implied 
in other arrangements. A formal salary 
is usually considered as payment for 
time and_ effort 
executive in performing the duties of 
his position. Both corporate directors 
and officers know in advance the amount 
of the actual payments to be made, and 
therefore are never 


contributed by an 


these payments 
unexpectedly large or small because of 
unanticipated developments. Formal 
salaries are not affected directly by the 
rise and fall in a company’s earnings, 
which may be fortuitous and out of the 
control of officers. Executive duties and 
functions include planning, foresight, 
imagination, control, and supervision. 
All these apply to a span of years rather 
than to the which supple- 
mentary executive payments are cal- 
culated. Without much effort, one is able 
arising under 


year in 


to envisage situations 
which incentive payment plans might 
cause conflict of long-run and short-run 
interests in an executive’s mind; this 
possibility does not exist with formal 
salaries. 

Formal salary payments do not stress 
monetary incentives to the exclusion of 
all others. Such payments thus may tend 
to develop a professional rather than 
speculative attitude among executives 
toward their work. Also, this method 
drawing lines of social! dis- 
tinction between 
“bonus” and ‘‘nonbonus”’ 
it is simple to administer, having no 
“*trick,”’ little understood formulae. 


avoids 
individuals, such as 
officers, and 
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It should not be concluded that for- 
mal cash salary payments without a 
bonus are low. The median payment in 
1929 for presidents among a group 
of 59 large companies not paying 
bonuses was $80,000; in 1936, $71,000. 
The range in cash salary payments to 
presidents in 1929 ranged from $18,000? 
to $345,000, and in 1936, from $18,000 
to $165,000. 

A formal salary also has its draw- 
backs. One disadvantage stressed fre- 
quently is its failure to provide any 
special monetary incentive for extra- 
ordinary results. It is true that this 
method does not have the so-called 
incentive feature which permits an 
annual participation in profits, what- 
ever the merits of such participation 
might be from the incentive point of 
view. However, the payment of such 
substantial formal salaries as are indi- 
cated above should in itself constitute 
a real incentive. Furthermore, there is 
much confused reasoning on the sub- 
ject of incentives for executives, based 
on the belief that executives and piece- 
workers are motivated and should be 
paid in a similar way. The duties and 
functions of executives are plainly differ- 
ent from those of craftsmen, machine 
operators, and laborers, and any at- 
tempt to use similar methods of pay- 
ments may lead to serious complications. 
That proper incentives are essential is 
not denied or even questioned; indeed it 
is contended that they are of the great- 
est importance. The contention that 
such incentives are of a monetary char- 
acter to a large degree, however, is 
questioned. There are probably many 
who will take exception to this, and it 
runs counter to an early study on profit 
sharing published in 1918. 


2 The low amount was paid to a president who also 
was a large stockholder 


Probably few men employed on fixed 
salaries, even those occupying managerial 
and executive positions, are measuring up 
to their greatest possibilities. Most men are 
stimulated to this point only by the definite 
prospect of direct and personal gain." 


Another disadvantage frequently dis- 
cussed is the lack of flexibility in over- 
head charges because of the fixed 
character of formal salaries. Prior to 
1929 directors frequently said: “We 
would rather fire a man than reduce his 
salary.”’ Once salaries are established, it 
is argued, directors dislike reducing 
them, not only during a contract 
period, but also at the termination of a 
period. This appears to be true, and the 
pattern of total compensation payments 
by bonus and nonbonus paying com- 
panies varies widely—that for bonus 
paying companies fluctuating more 
abruptly than for nonbonus paying 
companies. However, since the average 
dollar level of formal salary payments is 
about the same in the two groups, it is 
only fair to omit bonus payments in 
comparing them. Here there is much 
similarity, with formal salaries in non- 
bonus paying companies fluctuating 
even slightly more widely than in 
bonus paying companies, indicating 
again great reluctance to reduce the 
fixed part of total executive compensa- 
tion. Thus it appears that the curtail- 
ment in payments to executives of bonus 
paying companies is in the “extra” 
rather than the regular compensation. 
If wages of workers continue to take on 
the character of ‘‘fixed charges,” it 1s 
not unreasonable to assume that at- 
tempts may be made to bring flexibility 


, 
hle 


into salary payments, through flexi! 
payments to executives. The wisdom 0! 


3 Arthur W. Burritt and others, Profit Sharing 
York, Harper & Brothers, 1918), p. 94. 
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attempts, however, might be 


stioned. 
rom an executive’s own point of 
there are certain drawbacks to 
al salaries. Executives, unless ex- 
ly well paid, ordinarily spend on 
ince, living expenses, travel, vaca- 
and the education of their children 
or almost all their income. Thus, the 
up of an executive’s estate for 


WwnEe 
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tirement and for his family is exceed- 


slow with most men. Bonus pay- 
s, it is believed, meet this objection. 
‘fficers also like to own shares in a 


pany for which they work, and 


ssibly should do so, although there 


i 








ij 


the obvious disadvantages of ‘“‘too 
s in one basket”? to such a 
\is participation in ownership 


y eg 
y. I 

ymes possible only in a very moder- 
legree for men who are paid fixed 

| salaries. 

ifficulties in building up an execu- 
’s estate often create sympathy 
ng the executive group, so that it 
mes difficult to retire officers long in 


re 
4 
l 

I 


rvice whose period of usefulness has 


and this situation, both from a 
orate and from a social point of 


ew, may become exceedingly serious. 


rot in an organization begins near 
head, where amputation is difficult. 


rmal and Informal Bonus Plans. 


rmal bonus or incentive compensa- 


n plans vary greatly, although there 
e threads of similarity running through 


Objectives of about one-half of the 
studied are stated; in the other 
no mention is made of them. When 
rred to, the objective is generally 
incentive to increase 


provide an 


ent and profitable management.” 
spective of the functioning of bonus 
their stated objectives are on a 

sn ethical plane, and stress in almost 
ry instance 


stockholders’ welfare 
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and interests. In this discussion, such 
plans are limited to those providing for 
the payment of compensation to execu- 
tives in addition to regular salaries, 
either by cash or by stock, for the pur- 
pose of stimulating initiative and effi- 
ciency, and of retaining executives. 

The respective merits of bonus and 
nonbonus payment methods must be 
studied to understand clearly the signif- 
icance of both. In examining various 
bonus plans and the general literature 
on the subject, one frequently meets 
arguments favoring such plans. Some of 
the arguments definitely stated by 
proponents of these plans may _ be 
summarized as follows: 


The greatest incentive for the develop- 
ment of any business is a sense of proprietor- 
ship. Under present conditions, with the 
management generally in an entirely sepa- 
rate group from owners, something like a 
management bonus plan is essential to 
insure the same drive and direction to an 
organization as existed in past generations. 

A liberal reward for unusual effort and 
ability on the part of an officer or employee 
is returned manyfold to the public and to 
the stockholders of a corporation. 

A bonus plan attracts and holds men of 
unusual ability in the corporation that pays 
additional compensation. 

Executives give their loyalty and entire 
attention to a corporation paying substan- 
tial bonuses. 


None of these commonly advanced 
arguments favoring incentive compen- 
sation plans seems to be either entirely 
adequate or frank, and all are open 
to criticism. The last argument, for 
example, can hardly be accepted seri- 
ously. Surely proponents do not wish to 
imply that they do not believe executives 
will be loyal and faithful, and spend 
their full time on the job, when receiving 
only what can easily be described as a 
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very substantial salary! It is doubtful if 
the disappearance of bonus payments 
between 1931 and 1936 in any way 
affected the work or interest of execu- 
tives. It is also doubtful whether the 
largest bonuses ever drove officers to 
work so hard as did the disappearance 
of earnings and the fear of corporate 
failure during the great depression. 

t, ‘he proponents of bonus plans do not 
advance two arguments which they 
might well have used. The first is that a 
corporation may be compelled to adopt 
such a plan because of the many similar 
plans being put into effect by other 
corporations. In periods of prosperity, 
competition for executives may be 
exceedingly keen. Another reason for 
the adoption of such plans might be 
that if stockholders receive an adequate 
return on their investment, there is 
no reason why the officers should not 
participate in additional earnings. This 
reasoning views the bonus as a type of 
profit sharing. 

At this point, recognizing both the 
contributions of executives and the 
fluctuating and uncertain character of 
earnings, it becomes necessary to ex- 
amine one of the premises on which 
bonuses are based. Ifa salary is relatively 
low, and the size of the executive’s total 
salary depends on bonus payments 
(as it frequently is asserted), then it 
must be fair and reasonable that a 
bonus be paid. Many concur on bonus 
payments for executives, believing that 
if executives are willing to run a rea! 
risk in what the company earns, they 
also should be rewarded liberally when 
the company is successful and earnings 
are large. What happens, however, in 
actual practice? A study of the salaries 
of corporation presidents in 1929, when 
conditions were suitable for this theory 
to function, brings out several interest- 
ing points. 
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On the average, the chief executive in 
1929 who received a bonus also was paid 
a salary within a few thousand dollars 
as large as a president who was simply 
paid a fixed cash salary. However, when 
the bonuses received by this group were 
added to cash salaries, the median pay- 
ment averaged about two and one-half 
times the amount paid to the group 
receiving simply a formal salary. That 
is, total compensation to presidents ot 
companies not paying bonuses in 1929 
averaged $80,000, as contrasted to 
$196,000 going to presidents of com- 
panies paying bonuses. It is difficult to 
evaluate properly the significance of 
these wide variations because on this 
point are focused the different philos- 
ophies of executive payments. 
Certain weaknesses in general bonus 
plans are readily apparent, such as the 
use of total net earnings as a basis for 
payments and the difficulties in con- 
trolling and allocating payments on 
such a basis because of wide fluctuations 
in earnings and the possible contribu- 
tions of various divisions to earnings 
Many exceptionally large bonus pay- 
ments and what are obvious abuses 
occur unexpectedly because of certair 
favorable circumstances suddenly aftect- 
ing earnings. Certain bonus plans have 
no limit, or such a high “‘ceiling” that 
payments under them often have been 
fantastic and have incurred stock- 
holders’ disapproval as well as that 
the public. Furthermore, executive du- 
ties generally are immeasurable. I! a! 
executive’s chief contributions are fore- 
sight, imagination, and direction, wh) 
attempt to pay an executive a bonus 
which presumes the ability to measure 
each executive’s contributions when that 
is impossible? In addition, executives 
have much to do with final earnings 
figures simply in a technical account! 
way. Markdowns, depreciation, 4! 
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ence are matters of judgment 
ist be referred to executives for 
lecisions. One decision may lead 
us payments, another to no pay- 
It appears doubtful that any 
| of paying executives should be 
vhich would cause such conflicts 
rest among those to be paid. 
merous other disadvantages from a 
ate viewpoint may be uncovered 
ireful study of the detailed func- 
f bonus plans. One of the great 


present dangers in current cor- 


management is the development 
dinate executives who, because 
methods used in distributing 


; payments, constantly “‘play safe”’ 


ire their share of any bonus, and 
turn into ubiquitous “yes men.” 
such executive ossification begins, 
corporate trouble may lie ahead. 
rate success comes through the 
f differing abilities and personali- 
Even carefully prepared bonus 
(tempting to reward such officers 
manager, production manager, 
ising agent, and traffic manager 
epartmental performance, often 
ye man and his friends against the 
ivisions, so that chaos rather than 
rative effort is developed. One 
{ this character, prepared to 
all possible trouble,’ led to such 
n that it was discontinued at the 
the first year of operation. 
executive who has had wide 
nce with formal bonus plans 
that he never knew one which 
sooner or later lead to trouble 
sunderstanding. In his opinion 
ison for such frequent failure was 
he plans attempted to forecast the 
an impossibility—and when 
icceeded, they did so only by 


fundamental qualities of any 
executive cannot be either pur- 





chased or made to operate by means of 
bonus or incentive payments, as many 
plans imply. Society in appraising bonus 
plans can only conclude that any at- 
tempt to pay executives on a monetary 
incentive basis overlooks, not only the 
nature of earnings, but the character 
of executives as well. Total salary and 
bonus payments above a liberal market 
rate for similar positions in other cor- 
porations probably have less effect on 
executives than pride in achievement. If 
good judgment and kindred qualities 
are the most significant elements in 
executive success, then certain bonus 
plans may hinder rather than help in 
reaching the desired goal. It seems fair 
to conclude that any method of paying 
executives the results of which are so 
shadowy and confused may well be 
questioned, or at least re-examined 
and reappraised. 

Mr. Barnard in his recent book, The 
Functions of the Executive, summarizes 
effectively the basic weakness of mone- 
tary payments alone: 

The unaided power of material incentive, 
when the minimum necessities are satisfied, 
in my opinion is exceedingly limited as to 
most men, depending almost entirely for its 
development on persuasion. Notwithstand- 
ing the great emphasis upon material 
incentives in modern times and especially 
in current affairs, there is no doubt in my 
mind that unaided by other motives they 
constitute weak incentives beyond the level 
of bare physical necessities. * 


Another problem involved in bonus 
plans as indicated previously is simply 
one of nomenclature. After examining 
certain plans carefully, it appears that 
those who prepared them, as well as 
those who approved them, failed to 
recognize the distinction between bonus 
‘Chester I. Barnard, 7he Functions of the Executive 
(Cambridge, Harvard University Press, 1938), 
p. 143. 
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plans and profit-sharing plans for execu- 
tives. Indeed several well-known bonus 
plans, defined and defended as bonus 
plans, have all the characteristics of 
profit-sharing plans. As such they might 
easily be defended; as bonus plans they 
are illogical, and open to serious criti- 
cism. For these reasons, and in the light 
of sound corporate practice as well as 
public interest and criticism, most bonus 
plans should be carefully analyzed to 
make certain that controversial issues 
do not develop simply because of the 
failure to distinguish the many intricate 





phases of this problem. 

Finally, it must be remembered that 
the reasons for the wide use of formal 
bonus plans may not lie so much in a 
carefully developed philosophy as in 
custom based on faulty reasoning, rein- 
forced by pressure on directors by 
aggressive executives for a share of 
earnings when they exist. Any thought- 
ful observer must not forget in examining 
these conclusions that they do not sug- 
gest rapid or drastic changes in current 
methods by any one company. The 
discontinuance of an existing plan in a 
successful company raises deeper human 
problems—not in any sense academic— 
than exist when a corporation con- 
templates the adoption of a bonus plan. 

Before concluding a discussion of 
these plans, the numerous informal 
bonus plans frequently used by differ- 
ent companies require consideration. 
These plans are seldom in writing and 
often become a tradition. They are 
generally administered by a bonus or 
“extra pay’ committee, none of the 
members of which participate in such 
payments. They have been widely 
condemned because they fail to be 
definite, because, in the opinion of 
theorists, they lack a true incentive 
feature, and because they permit par- 
tiality to creep into the making of 
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payments. In discussing these suppos- 
edly unorthodox plans with numeroys 
executives, much support was found for 
them, often in the form of the usua! 
reasons supporting bonus plans. From 
an analysis of the various arguments for 
and against these informal plans three 
points stand out rather clearly: ({ 
these plans appear to be more in the 
nature of profit sharing than the formal- 
ized plans; (2) the chief objection to 
such arrangements is the question of 
partiality in making payments, often 
based on inadequate knowledge of an 
officer’s contribution; and (3) the two 
chief advantages are payments based on 
hindsight rather than foresight, and the 
fact that such plans can be discon- 
tinued more readily than formal bonus 
plans. 

Any searching comparison of meth- 
ods of paying executives with their cor- 


{ 


porate and social responsibilities indi- 
cates almost above question that the 
two not only do not correlate but are 
at certain points divergent. A liberal 
competitive cash salary payment with- 
out any consideration of an executive's 
estate or security after retirement 1s 
inadequate. On the other hand, plans 
for giving substantial payments in the 
form of bonuses over a period of years 
may tend to divert an executive from 
his proper objectives, establish false 
standards of living, create serious tax 
situations, and be highly demoralizing 
Attempts to achieve the same results 
by means of options, warrants, and stock 
purchase schemes have similar objec- 
tions, and might easily fail to furnish the 
security needed by executives to periorm 
their duties properly. Unfortunately 


at certain times there may be litt 


yt 


connection between the amount 0! 
compensation and an executive’s con- 
tribution to corporate success. One very 
able executive stated that in 1929 more 
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ny time in his experience, when 
navments to executives were at a 
nanv officers were neglecting 
bs, speculating, and forgetting 
rporate and social responsi- 
so much that such action doubt- 
{some influence on the depression 
followed. Since 1932, on the 
ind. it is doubtful whether on the 
we any group of men ever served 
better than executives have. 


Economic and Soctal Philosophy of 
Executive Compensation 


liscussed earlier, so long as cor- 
tions were small and operated or 
led by owners, the economic and 
aspects of executive payments 

f minor significance. The modern 
f these questions, however, 
leveloped along with the increase 
‘and importance of corporations. 
re, the problem, not only of 
executives properly, but of hav- 
nstant and liberal supply of 
fficers, is of paramount impor- 
ill times. ‘That able executives 
failed to appear in certain areas 
be questioned by those examin- 
erican business frankly at the 
me, and their absence presents 
economic sore spots. Society 
iccessful corporate administra- 
nd either this will be secured 
present arrangements for devel- 
‘adership, or new methods and 
appear under which 
ceptable types of leadership will 


ns_ will 


economic and social aspects of 
ments as made today to executives 
tore deserve careful examination. 
me extent they are overlapping, 
g it difficult to separate them into 


clearly defined groups. The fol- 


ng aspects are mainly economic. 
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(1) The primary justification for per- 
mitting executives to hold positions of 
great responsibility and power and to 
pay them liberally lies in their promo- 
tion of the true economic interests of 
society. These objectives are in general 
to furnish desirable goods and services 
at reasonable prices, to make _ profit 
which will compensate the owners of 
the business for the capital employed 
and the risks assumed, to provide a 
means of livelihood for members of the 
working organization at adequate rates, 
to perpetuate a company’s existence 
through the maintenance of its solvency 
and by keeping its products and services 
abreast of the times, as well as to assure 
the necessary supply of able manage- 
ment. If these objectives are not fur- 
thered under present corporate setup, 
then it difficult to justify 
present rewards. 

(2) Since 


becomes 


men with the necessary 
abilities and talents are scarce, the pay- 
ments may be high and the spread in 
such payments wide. American cor- 
porations, particularly the large ones, 
are anxious to secure competent men 
and are well able to make substantial 
payments for them. Justification of 
executive payments therefore lies chiefly 
in paying the market or competitive 
rate for the required men. 
(3) Whatever method is 


paying executives, it 


used in 
must not be a 
burden on any ( Ompany or society, and 
it must not fer se jeopardize payments 
to stockholders. Furthermore, methods 
should be so adjusted from time to time 
that they would harmonize with business 
conditions and current social philosophy. 

(4) Financial reward must be ade- 
quate to secure able men, hold them, 
and remove them from economic pres- 


sures, in both the present and the future, 
their 


and permit them to maintain 


group standards of living. 
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(5) The direct and indirect effects of 
any plan for paying executives should 
not be contrary to sound economic 
policies. For example, payment should 
not be made to any executive or group 
of executives that would disrupt the 
morale of other executives and employ- 
ees or affect public opinion adversely. 
Such a condition does not lead to 
corporate success. 

(6) Payments should be coordinated 
with executive responsibilities and du- 
ties, and should not distract an execu- 
tive from his proper functions. For 
example, plans closely related to annual 
earnings fail to recognize that an execu- 
tive’s most important job is to plan 
ahead, while he may be rewarded 
liberally for immediate profit. If avarice 
should be such a great incentive as 
some argue, then an executive’s atten- 
tion might be diverted from his most 
important tasks. 

These aspects are mainly economic, 
but certain others have profound social 
significance. 

(1) Executives should be rewarded so 
that they would be interested in general 
welfare problems, such as building up 
communities and developing them into 
decent places in which to live. 

(2) Rewards and opportunities should 
foster and preserve an executive’s self- 
respect and individual freedom of ac- 
tion, and stress the development of high 
intellectual and moral standards. They 
should be such as to attract executives 
who realize the public responsibilities 
of their posts. They should stress the 
professional rather than the speculative 
character of their positions. 

(3) The use of any method of paying 
executives stressing exclusively financial 
incentives would highly demoralize 
over a period of years any group of men, 
however highminded they might be. 
Prior to 1910, executives worked for the 
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approval of their peers and contem. 
poraries. This underlying incentive jn 
executive work is still powerful, though 
some think it was forgotten in the late 
1920's. 

(4) Senior officers of leading corpora- 
tions should realize that the adoption 
of any important policy, particularly 
one affecting executives, may have socia] 
repercussions because corporations as 
well as individuals are imitative. Thus. 
the type of compensation plan used 
by one company with or without i! 
effects may be adopted by many other 
companies and lead to serious abuses 
and results. Since few institutions hold 
such exposed public positions as leading 
corporations, they are being constantly 
judged. Consequently mistaken policies 
or policies abused by less important 
companies may lead to public con- 
demnation of all such practices and 
vicious attacks on similar though con- 
servatively administered ones. 

(5) Executive payments should be 
adjusted from time to time, so that they 
harmonize with business conditions 
earnings, and current social philosophy 
If this is not done, then in periods o! 
distress as in 1932 and 1933 executives 
become objects not of sympathy and 
pity but of envy, a dangerous and 
exposed position. 


Guiding Principles and Conclusions 


The burden of this analysis indicat 
definitely that the guiding principles 
in any plan for paying executives shou 
stress the demands of society from bus'- 
ness, as well as rewarding investors and 
meeting the needs and satisfactions 
executives. This statement suggests, 
brief, that executives should be paid }. 
corporations so that (1) they would have 
as few present and future financial 
worries as possible; (2) they should b: 











How Should Executives Be Paid? 


nced by the method of payment in 
ssional rather than in a specula- 
jirection; (3) they should receive 
tisfactions than simply financial 
+) they should have corporate 
¢ which would foster individual 
of action and high social, 
ual, and moral standards. 
above points must be inter- 
liberally. If it is true—as 
tly stated—that the pace in busi- 
certain types of leaders (for 
sales managers) is so intense 
hey may be “‘burned out” by the 
they are 55, then society must 
ve and corporate directors devise 
ds of payments which will take 
these men when their period of 
fulness is over. They cannot be care- 
cast aside. 
first importance in creating a 
tion in which the above proposals 
thrive is a careful study of most 
ve jobs, the responsibilities in- 
1, and the type of men needed to 
m. With this goes the need of a 
int review of the success of sub- 
ite executives, thus holding out 
tly the chance of promotion and 
irance that no individual will be 
n, wherever located. This does 
ean frequent change for all 
ives—many would not want it— 
assure opportunity for 
idvancement. It would, how- 
move the often expressed cynical 
m among young officers that 
promotion and payments go 
se near the home office. 
ally, it must not be overlooked 


tte 


dc CS 


the selection and compensation of 
innot be separated. ‘The methods 
mounts used in paying executives 
e a profound influence on the 
men drawn to a specific task. 
bove specifications suggest that 
should receive, as financial 





105 


compensation, substantial annual pay- 
ments so high that they would attract 
the ablest men to follow an arduous exec- 
utive career. The amounts paid should 
be set by competition, the size of the 
company, and social approval. Retire- 
ment pay of substantial amounts, in the 
form of pensions, annuities, or contracts, 
also would be needed to develop a feel- 
ing of security among executives. This 
arrangement might prove too costly— 
more than afford 
unless bonus or profit-sharing payments 
or their equivalent were discontinued 
or became the company’s contribution 
to such a fund. 

The rather casual reference to retire- 
ment pay is not simply theory. Recently 
numerous large and small companies 
which have tried various bonus plans in 
past years have studied and adopted for 
their officers simple cash bonus plans 
with proper limitations and this proviso: 
one-half to be paid in cash and the other 
half in an annuity purchased from life 
insurance companies. The annuity with 
no strings attached becomes part of 
each executive’s estate. Barker Bros. 
Corporation of California, for example, 
has just submitted to stockholders a 
somewhat similar plan for executives. 
The agreement is not only a pension 
plan but also in the nature of a profit- 
sharing plan (so the announcement 
reads), since after 1939 the corporation 
contributes 214% of net profits and the 
participating executives 5% of their 
annual salaries to the trust. These plans 
aim at the solution of many of the funda- 
mental problems involved in executive 


companies could 


payments. Care, however, should be 
observed that abuses do not develop in 
them. Danger signs have already ap- 
peared in several instances. 

It should also be remembered at all 
times that corporate success will come 
only through securing and retaining the 
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proper executives, and removing others 





with proper safeguards. Retirement pay 
should permit the development of both 
of these policies. Doubtless at the present 
time change in executive personnel 
would occur more rapidly if proper 
retirement plans were available. 

It is an obvious truth that business 
conduct at a given time must conform 
with public thinking or be 
seriously handicapped. 
Nowhere in business affairs is this more 


closely 
harassed and 


true than it is of executive payments. 


One reason lies in the prevalent belief 


that senior executives in particular have 
far more to do with their own salaries 
and bonuses than do directors or stock- 
holders, a situation which existed in 
previous years when business units were 
much smaller. This belief may be near 
the center of much of the public criticism 
of executives and executive payments 
today. 

Another cause of misunder- 
standing is the failure of businessmen 


much 


and economists to have developed a 
simple and understandable set of guid- 
ing principles for executive payments. 
Such principles doubtless, when devised 
and accepted, will have a_ pervasive 
influence on directors, executives, and 
methods of payment. Also such theoriz- 
ing will either justify or fail to justify 
executive payments and methods used. 
It must be remembered that in this 
period of the world’s 
difficult for executives to have and to 
hold substantial executive payments and 
power, unless they can be adequately 


history, it is 


justified. 
Any study of the proper method of 
paying executives must consider what 
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society and corporations demand from 
executives and what the rewards should 
be to secure the desired results. Justifica- 
tion of all payments must be based on 
sound economic and social principles, 
Under such a rule payments need by no 
means be niggardly. The contribution 
of the executive group can be so large 
that society will approve very substan- 
tial payments. However, on such 
basis, with reward for the executive goes. 
not only responsibility, but also the 
requirement of adequate results. 

Financial rewards are by no means 
the only ones leading to able executive 
management and _ corporate 
Indeed this problem of able executiv: 
management is so intimately associated 
with the question of executive motiva- 
tion that the relationship between the 
two should be kept constantly in mind 
Other rewards, after a certain level o! 
payments is reached, are exceeding]; 
potent and should be studied and used 
An awareness of human desires indicates 
a larger problem than one of financial 
reward, and these phases of the question 
have been almost entirely neglected 
Industrial society has apparently gone 
mad in an attempt to pay for everyth 
with dollars, a thing which cannot satis- 
factorily be done. 

There is no single final answer to the 
problem of how much to pay executives 
or what methods should be used; proba- 
bly the nearest approach to it is an 
enlightened and opportunistic group 0! 
directors facing these problems honestly, 
directed by a set of guiding principles 
and a willingness to change methods 
and amounts as such changes appeal 
desirable. 


SUCCESS 


1g 

















EXPANDING THE TURKEY SEASON 


BY FRANK 


NE of the most recent agricul- 
tural products to be affected 
by the drive to eliminate sea- 
in consumption and thereby to 
id production has been the turkey. 
tion of turkey as a staple rather 
i: holiday meat represents an at- 
not only to circumvent a natural 
| but to change a custom as old as 
\merican people. The attempt has 
been brought to a successful 
usion, but the difficulties still to be 
me look less formidable than those 
urmounted. Once successfully 
plished, it will be another instance 
ibstantial contribution which an 
may make to an industry. 
eader in this attempt to change 
the strongest of all seasonals is 


Northwestern Turkey Growers Asso- 


[his unusual organization is a 
tion of farmers’ turkey growing 
itives and performs all marketing 
ns for its 13 full members and 8 
ite members which operate under 
year trial before they are given full 
ership and representation. It is a 
operative, owned by its members, 
mer growing cooperatives, and 
ndirectly by the 12,000 individual 
I 1ISETS. 
ing the nine-year history of the 
vestern Turkey Growers Associa- 


/ 


growth has been notably rapid, 
ginal 8 members increasing to the 
nt 21, and it now handles approxi- 
10% of the national turkey 
[wo similarly organized master 
tives have been gathered to- 

n other sections of the country, 
vith assistance from the North- 


group. Several small pools 
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CHAMBERS 

have made arrangements to do their 
marketing through strong independent 
cooperatives and thereby resemble the 
federation in their operations. 

The success realized during the past 
nine years in bettering conditions for 
the entire turkey industry as well as for 
their own members is undoubtedly the 
reason for attempting the present ambi- 
tious campaign for promoting year- 
round turkey demand, but the problems 
involved are both serious and numerous. 


Turkey Production 

The first major problem in selling 
turkey the year round as successfully as 
in November and December is that of 
making turkey an economical meat to 
use, and this of necessity implies that it 
must be made an economical meat to 
grow. Turkey raising in the past has 
been a minor sideline to general farm- 
ing. Recent investigation, however, has 
proved that this method of raising is 
extremely inefficient and that the turkey 
is particularly adaptable to mass pro- 
duction. Where scientific methods have 
been applied the unit cost of turkey 
growing has been repeatedly reduced. 
It has been found possible to bring the 
price to the consumer down to an en- 
tirely reasonable figure, a feature vital 
to success if turkey consumption in the 
present off season is to be greatly 
increased. 

With lower costs and an increased 
market, many western farmers will be 
able to find profitable use for plots of 
ground which formerly have been waste. 
They will have a “‘crop”? which can be 
raised during a six-month season, admi- 
rably suited to weather conditions of the 
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Pacific Northwest, the Intermountain 
States, and the Middle West. And— 
most important from the farmer’s stand- 
point—the returns are in cash and can 
be realized in a relatively short time. 
Furthermore, the turkey crop is flexible 
as compared with cattle and other 
animal production: the grower can 
regulate his crop according to the pros- 
pective market regardless of his previous 
year’s experience. There is no question 
that an increase in turkey consumption 
would be a boon to a great many farm- 
ers, and that the wholesaler, processor, 
retailer, and customer would share the 
benefits. 

The price on the consumer market 
must be kept within a range which is 
competitive with the price of other meat 
and poultry. The ways by which grow- 
ing costs can be reduced may be 
summarized as follows: large volume, 
scientific production, sharing costs of 
research and development for the benefit 
of the entire industry, and improvement 
in the individual efficiency of various 
handlers. Increase in volume will make 
it possible for the middleman to spread 
his overhead costs over a greater number 
of birds, and for the growers to spread 
the research costs more widely. The 
cooperative shipping already accom- 
plished has reduced the cost of trans- 
portation markedly; this reduction is 
important, since on $13,000,000 worth 
of turkeys marketed in the years 1930- 
1938 the transportation costs were 
$1,250,000. With concerted effort on the 
part of the growers and the handlers, it 
seems probable that the price to the 
consumer can be still further reduced. 
So long as intensive advertising is 
imperative to educate the public ap- 
petite, however, it is likely that any 
additional margin which may accrue 
from cost reduction will be utilized for 
promotion. 


Turkey Consumption 


Turkey consumption declined during 


the early part of this century because of 


a decline in the size of the average family 
and the passing of large family feasts, 
But part of this consumption has been 
regained, and still more will be recap- 
tured by making turkey convenient and 
dramatic to buy. This latter necessity 
leads us into a discussion of the need for 
impressing the public with the desirabil- 
ity of consuming turkey. 

From the days of the Pilgrims turkey 
has been a _ holiday bird. Seasonal 
limitation and infrequency of turkey 
feast days is unjustified and unnecessary, 
officials of the Northwestern Turkey 
Growers Association believe. Retail 
merchants share the opinion that festive 
turkey dinners so keenly anticipated and 
universally enjoyed recur too _ infre- 
quently. It is extremely dubious whether 
the average person’s taste for turkey is 
satisfied during the months of Novembe: 
and December. Actual tests have dem- 
onstrated that time of year has little or 
no bearing upon the epicurean’s enthu- 
siastic endorsement of a perfectly pre- 
served or freshly killed turkey. Here, in 
the phrase “perfectly preserved or 
freshly killed turkey,” lies the major 
problem for making turkey an all-year- 
round meat. To tempt the public 
appetite a fowl must reach the consumer 
while attractive in appearance, delec- 
table in flavor, and reasonable in cost. 

One method of achieving this result 
would be development of a “‘chicken- 
weight” turkey, and research is under 
way by both the cooperatives and 
agricultural schools to produce a SIx- 
pound bird. Presumably a ‘ight-weight 
turkey would compete directly with 
chicken, which, of course, is sold the 
year round. As yet no commercially 
feasible method has been perfected, but 
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hotels, restaurants, steamships, and other 
units of commercial trade. Next is the 
meat packer who handles birds on 
consignment during the holiday seasons. 
Lastly, there is the commission merchant 
dealing in fruits and vegetables who 
also attempts to sell turkeys on con- 
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ratory results are favorable. 
still the problem of making the 
fowl economical to use—attain- 

f a suitable meat-to-waste ratio. 
earch does, however, offer defi- 
sibilities and a partial solution 
ny difficulties if success is realized. 
even with the large-size turkey, 
itures are within possibility. A 


Q 





signment from growers. 
The importance of the meat packer 


rket is being created. ‘The house- 


emand for variety, the desire for 


turkey consumption on the 


the grower, processor, wholesaler, 


Ti¢ 





iler will all be realized if the 


efforts of turkey marketers 


CC essful. 
who have brought the industry 
position it now holds are con- 


at an increase in consumption 
would not make a 
the demand for 


propor- 


t in other 


poultry. They base this belief 


that housewives will 
meat when a greater 
ivailable, and turkey will be a 
variation in the diet. Fur- 
they are pleased with the 


theory 


more 


impaign by medical men stress- 


need for an increased protein 


n, frequently misunderstood 


ng for large sectors of the 


r Agencies 


cally all major market cities 
ur types of agencies handling 
Most important, though by 
irs the youngest, is the terminal 
r for cooperative federations. 
encies operate under contract 
erate control by the coopera- 


| are paid commissions. ! Second 


‘1s the independent operator, 
man dealing principally with 
erminal market distributors for the 


lurkey Growers Association operate 
ent a pound commission. 





and commission merchant in handling 
turkeys has been declining. There are a 
number of strong reasons to explain this 
decline, and the same forces will un- 
doubtedly operate to make further 
specialization increasingly economical. 
First, specialized equipment of meat 
packers is adapted to meat rather than 
poultry preservation, and they cannot 
afford to change over to lower tempera- 
ture refrigeration and entirely new 
methods of handling when their princi- 
pal business remains in the meat field. 
Nor do they feel justified in making large 
installations of new equipment for 
short-time use; yet they cannot expect 
more extensive use until they do have 
the equipment. 

If the turkey promoters are able to 
back up the theory of need for additional 
meat consumption, they will undoubt- 
edly find it much easier to obtain the 
cooperation of the butchers of the 
country. The latter are 
influenced by the attitude of the meat 
packers; if the packers exercise their 
power over the butcher, they might, 
pressure, be able to 
of a sufficient 


bound to be 


sufficient 
the attainment 


with 
prevent 
volume of year-round distribution to 
make marketing efforts to sell 
turkeys profitable. For the preliminary 
steps, it is unlikely that the large packers 
will object to slight infringement caused 


more 


by increased turkey consumption during 
what is now considered ‘‘non-turkey” 


season. 
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Such arguments as these bring up the 
possibility that turkeys might be mar- 
keted by meat packers so that they too 
would share in profits which might 
result from an increase in total meat 
consumption, as well as_ prevent 
any loss to their already established 
lines. On the basis of present practice 
this branching out is unlikely. Packers 
in some sections of the country have 
jobbed turkeys during the busy seasons, 
but they have lost ground during the 
past few years to specialists. 

The fruit and vegetable commission 
merchant has practically no facilities 
for handling turkeys, and he must 
usually sell them on the day received. 
On the other hand, the cooperative 
terminal distributor is able to offer 
much better service, much wider choice 
of sizes and grades, and year-round 
supplies. Since handling is scientific, 
his costs are no greater and may be less 
than his competitors. 

If sufficient demand can be created, 
much more can be accomplished in 
improved processing and handling meth- 
ods, and with these will come cost 
reductions which will either reduce the 
price of turkey to the consumer or be 
used for turkey promotion. Continua- 
tion of the present trends toward farmer 
cooperation in marketing will probably 
bring about a high degree of specializa- 
tion among distributors. Such limitation 
will in itself insure careful handling, 
intense promotion, and low costs. 


Position of the Farmers’ Cooperatives 

It is necessary to examine the co- 
operative movement in order to deter- 
mine how fast these developments 
toward specialization can be expected 
to move to gauge the effectiveness of the 
campaign for year-round turkey con- 
sumption. The grower cooperative is the 
essential cog ir the movement. 


Prior to 1929, the turkey market was 
one of the outstanding examples of a 
buyers’ market in the farm product 
field. Prices reached astonishingly |ow 
levels at times and were too high a: 
others; the entire situation approached 
chaos. Depression naturally took an 
especially heavy toll of sales because 
turkeys have, from the days of the Pil- 
grims, been considered a luxury. The 
attempt of the numerous cooperatives 
organized during the 1920’s to relieve 
the pressure on the turkey market had 
the very opposite effect. The coopera- 
tives competed strongly with each other 
so that the lowest ‘‘pool price” tended 
to become the price for the entir 
market. Furthermore, the ‘track buy- 
ers’ (men who bought turkeys from 
the farmers or cooperatives) were well 
organized and could do much toward 
setting prices. The farmers were obliged 
to deal with track buyers because the) 
were the only volume buyers. These 
conditions caused the New York whole- 
sale price to be as much as 20 cents 
above the price paid the farmer, as 
compared with the 514-cent spread for 
the largest cooperative at the present 
time. 

The individual cooperative members 
of the Northwestern Turkey Growers 
Association do the actual preparation 
work—killing, dressing, and packing 
and then ship the turkeys to the terminal 
market under the direction of the parent 
organization. The marketing coopera- 
tive then assumes the responsibility 
for the actual selling to commercial 
accounts, subjobbers, and retailers 

The success of this first and largest 
cooperative is a classic example © 
satisfactorily handling of the market ! 
the benefit of the farmer. The key me 
in the organization are experts in pou! 
try cooperatives and under their care- 
ful guidance great strides have beet 
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luring the past nine years. During 
ht vears, 1930 to 1938, this single 
tive has sold more than $13,- 
worth of turkeys, $3,000,000 of 

int in 1937 alone. 
is through the insistence of the 
stern Turkey Growers Associa- 
da few interested individuals 
sovernment established grades 
eys, and now licenses turkey 
[hese grades are universally 
zed and used wherever formal 
s carried out. The mere estab- 
of this system has operated to 
‘quality of the birds offered 
market. The top 
and during the first year of 
3°, of the total number of 


grade is 


handled by this cooperative 
‘‘prime”’ grade. By the 1935 

on this number was raised to 
irgely as a result of greater care 
mn of baby turkeys, scientific 
ind more modern killing and 
tion. The improvement in grade 
vas simultaneously accom- 
a definite lowering in the cost 
tion, since the mortality rate 
luced and the poundage per 
end of a definite period was 


resent cooperative selling, the 


marketing associations claim, 
derated the 

and the market has changed 
xtent that it now tends to display 


ible degree of stability. Insufh- 


forcefulness of price 


lormation is available to prove 
this claim because in the old 
inized market the price ranges 
wide, there was no average 
tablished going rate, and conse- 
no useful price statistics were 
[he distress bird has not by 

ins been eliminated, but instead 
tically all turkeys being offered 
rices the track buyer wishes to 
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pay, only an occasional pool is sold 


regardless of price. The cooperative 
association has improved shipping meth- 
ods, particularly by aiding in the design 
and adoption of a box which weighs 

pounds to handle 100 pounds of turkeys, 
formerly 


whereas the box necessary 


weighed 17 pounds. The saving has 
naturally been evident in reduction of 
freight costs, and additional advantage 
has been realized by large-scale purchas- 
ing of the containers. Furthermore, the 
box when opened is exceedingly attrac- 
tive compared with the old ty pe ol pac k, 
and this is undoubtedly an aid in selling 
the fowl. Routing and icing practices 
have been improved to provide delivery 
in perfect condition, for the associations 
are sufficiently large so that they can 
ship in car lots and have enough business 
to secure cooperation of the railroads. 

Another step toward reducing the 
cost of turkey to the ultimate consumer 
was the reduction of the freight rate to 
$2.50 from $3.00 for 100 pounds from 


Pacific territory to the eastern sea- 
board.* Practically all operating co- 
operatives maintain field men who 
assist the farmer in his problems. Be- 


cause of its size, the parent association 
has been able to build an efficient staff 
to provide technical data for the farmers, 
thus making turkey raising a scientific 


mass industry from the 


production 
standpoint of research. 

Finally, considerable success has been 
realized in promotion of a brand name 
for Northwestern turkeys. In spite of 
the limited amount of advertising pos- 
sible, the brand name has become suf- 
ficiently well recognized to bring a 
premium of as high as 2 cents a pound in 
practically all markets. In an industry 
as competitive as turkey raising a pre- 
2 This rate was recently raised to $2.63 by the blan- 
ket increase ordered by the Interstate Commerce 


Commission 
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mium ranging up to 7% is an excel- 
lent indication that quality is recognized. 


Quality Recognition 


A feature necessary to making turkey 
economical to use is quality recognition. 
Certain types of turkeys provide as many 
as six servings more than other birds of 
identical weight. Commercial buyers, 
restaurants, and hotels have realized this 
fact and are willing to pay a premium for 
the more desirable type. The fact that 
turkey eaters have been willing to 
pay a two-cent-a-pound premium for the 
prime birds packed by the Northwestern 
Turkey Growers Association is evidence 
that the public can be taught to buy 
quality. 

The wholesalers and retailers are less 
easily convinced. It has been customary 
in the past to buy turkeys as flocks, fine 
birds with the scrawny. Thus there was 
no pressure on the farmer to improve his 
breed, and consequently the result has 
been that an unnecessarily large propor- 
tion of the turkeys was inferior. This 
condition in turn operated to the dis- 
advantage of the entire market because 
housewives were unable to secure truly 
quality birds and therefore were less 
enthusiastic about their choice of meat 
and less likely to repeat their purchase. 

Though the present mode of grading 
has done much to eliminate this trouble 
within the cooperative federations, there 
is still a large sector of the market 
unorganized, which continues to depress 
the industry for those who are able to 
produce the premium varieties. 

If the cooperatives can convince the 
wholesaler and the retailer to buy on a 
basis of quality, the entire situation will 
improve. The proportion of prime and 
choice birds will definitely increase, the 
average bird offered on the market will 
be more attractive in both taste and 
appearance, there will be a consistency 


of product, and the customer reaction 
will be much more favorable. There js 
evidence that quality is being recognized 
by some track buyers, for they have been 
forced to take margins about the same 
as those of the cooperatives, and in order 
to obtain turkeys and then sell them. 
they have had to pay for quality and sel! 
at premiums. As cooperatives grow, it 
seems probable that quality recognition 
will come naturally because of increas- 
ing stress on brand names. The co- 
operatives are anxious to bring about 
the premium principle much faster than 
it will come naturally, so they will 
attempt to educate the retailer who in 
turn will force the wholesaler to stock 
the types of birds the retailer demands. 
Regardless of the excellent quality, ; 
market cannot be developed and stabil- 
ized unless storage methods are greatly 
improved. This will exact considerable 
outlay for new and modern equipment 
as well as education of the handle: 
Most of the refrigeration equipment in 
use at the present time is indisputably 
inefficient even for less delicate 
perishable products than turkey, but 
strides toward improvement during past 
years have been significant and rapid 


poe) 


Preparing Turkey for the Market 


The major fault (aside from the siz 
of the bird) the ordinary housewile h 
with turkey is that she does not like the 
fuss of preparation. The ideal methods 
of delivery, therefore, would be 4 
perfectly clean bird, completely pre 
pared, ready to fill with savory dressing 
and cook. But unfortunately fully drawn 
birds do not keep unless they are !roze! 
and kept frozen, a very real p! 
when few butchers have equipmen' 
maintain temperature below 32° ! 
The Northwestern Turkey Growers 
Association has developed an excellent 


hir 4 


method of packing fully drawn bires, 
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; on an experimental scale have 
tremely encouraging. Extra fancy 
re thoroughly drawn and cleaned; 
thers removed; head and feet 
mputated; and then the carcass 
ed with cellophane which is 


ai 


mn tightly. In this covering the 


A 


tive package is “quick” frozen 


a matter of a very few minutes, 
-pt hard frozen until handed to 
ewife by her butcher. 

s process the turkey growers are 

their principal hope on dramati- 
ind convenience. As yet few 

ng establishments are equipped 
turkeys frozen so that the process 
iit the arrival of the refrigerat- 
net salesmen. But it may be 
that within the past few years 

Foods Corporation has begun 

n of its Birdseye products, 

mmprise quick frozen fruits and 

s. This company has installed 
suitable to handle their prod- 


hundreds of large markets. If 


ng of this kind meets with suc- 
res may be obliged to modernize 
the demand for a_ perfectly 
| and preserved supply of fruits, 
les, meats, and fowl. 
r methods of packing, though not 
ting in appearance or as dra- 
advantageous, have been tried 
moderate degrees, have proved 
ful. Canning is being diligently 
rated and apparently is within 
ical price range. The main 
here lies in finding use for the 
ird. At present three types of 
are being canned: fairly large 
of the choicest breast and dark 
1 turkey soup, and a turkey 
ich spread which is made of the 
pieces of meat with a binder. 
irs entirely possible to market 
turkey successfully, but be- 
{ the tremendous cost involved 





in setting up efficient canning equip- 
ment, developing volume handling 
methods, and the difficult sales introduc- 
tion task, the men interested in turkey 
marketing have to date preferred to 
spend their energy on other methods. 
Of unusual interest is the smoking of 
turkeys. When properly smoked, turkey 
meat is not dissimilar in flavor to ham, 
though very much finer in texiure. The 
novelty of smoked turkey can be counted 
on to sell moderate quantities, in the 
opinion of the turkey executives, but 
it will not become a major outlet for 
the producer. Rather, increase in total 
demand will be due to the fact that 
smoked turkey does not in the least re- 
semble any other meat, not even turkey 
itself. It will therefore be considered an- 
other meat to supply the housewife’s 
never-ending need for variety. A new 
coined name for smoked turkey might 
have a desirable psychological appeal. 
One additional method of turkey 
packing which has not proved as suc- 
cessful as others mentioned is the selling 
of less than the whole turkey. ‘This in- 
novation was experimented with to meet 
the housewife’s complaint that a turkey 
becomes monotonous before entirely 
consumed. She refuses to buy a bird 
weighing 12 to 15 pounds and thus 
creates another very real difficulty to be 
considered by the men who are trying 
to promote turkey for year-round con- 
sumption. The trade knows that some 
persons enjoy turkey hash and picking 
over a plate full of bones, but other 
persons do not, especially if ‘‘finishing 
up the turkey’ becomes fairly frequent. 
Experiments have been conducted in 
selling halves of turkeys, but thus far the 
results have not been successful, partly 
because of the novelty, partly because a 
half turkey is not as attractive in ap- 
pearance as a whole bird, but princi- 
pally because a half turkey cannot be 
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refrigerated and marketed as easily as a 
whole bird. 

Further work in pack development 
must be done to make mass marketing 
economical, but the future of the fully 
drawn, cellophane wrapped, quick- 
frozen, premium bird at present seems 
to hold the secret to quantity marketing. 
Turkeys have an optimum size which 
applies to both the growing and the 
consumption phases. Below this weight, 
12-15 pounds, the bird is not meated 
heavily enough to be economically used; 
above this weight the bird tends to 
toughen, and more pounds of food are 
necessary for each pound of weight 
added. Accurate average charts have 
been compiled which show that during 
the first week the turkey gains in weight 
an amount equal to the food consumed; 
during the twenty-first week, the food 
for each pound of weight rises to 4.10 
pounds; but for the twenty-eighth week 
the 17.15-pound bird eats 11.70 pounds. 
Beyond this age the turkey gains very 
little in weight despite heavy food 
consumption. When bird is 
evicerated and fully dressed, the pack- 
to 10 
pounds, an amount of meat not too 
families to 


such a 


age will range in weight from 


= 


great for most American 


purchase at one time. 


Advertising 

It is considered so customary to have 
turkey during November and December 
that the executives of the important 
cooperatives have decided that it will 
be necessary consciously to break down 
this national notion before they will be 
able to sell turkey the year round. But in 
doing so they are anxious to preserve 
the present holiday volume, not merely 
to spread the present total consumption 
over the entire year. Extreme care must 
accordingly be used to destroy the idea 
that turkey is suitable only during the 
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holiday season, but not to weaken the 
feeling that every family should without 
question have turkey on Thanksgiving 
and Christmas. The turkey association 
executives are taking every precaution 
to protect their present market, and 
consequently are advancing much mor 
slowly and cautiously than they other- 
wise might. . 

Part of the turkey advertising cam 
paign will have to be directed at the 
misconception that 


popular lreezing 
injures or at least makes food less pala- 
table or desirable. The public must be 
informed of the preservation of the cel] 
structure in the new quick-freezing 
process. Unlike the product of the past, 
quick-frozen foods defy detection after 
cooking, and numerous experiments 
have proved that no changes in texture 
or chemistry are evident. But peopl 
general, despite their inclinations to t 
foods, still have false ideas about the 
desirability and advantages of freezing 
Turkeys mature for market within 
relatively short season. ‘Those in the 
colder regions are marketable earlier 
than those in the warmer climates, but 
even so the maturities are bunched 
together. If a year-round demand can 
be developed to a certain extent, this 
difficulty can be reduced by spac 
hatching, but even so it will be impossi- 
ble to supply fresh birds entirely. By 
use of freezing, turkeys can be killed 
prime ages and stored. Costs of storag 
though the temperature must be kept 
lower than is customary for other meats, 
have not proved unreasonable in the 
past; and with the more modern spe: lal 
ized equipment, costs can be further 
reduced. Much depends on the initial 
handling; if the bird is killed, dre ssed, 
and frozen within an hour, and delive! 
to the housewife thoroughly refrigera' 
the results will always be uniforml) 


] 
\ 


excellent. If the cook can absolutely 





























Expanding the Turkey Season 


the quality of her turkey, sales 

much more easily consummated 
y are at present. 

| phase of the advertising cam- 

) stress the economy of use in 

me and restaurant. The methods 

g this economy have already 


scussed, but the mere securing of 


is not sufficient: the economy 


be impressed on the minds of 


\t the same time the appeal 


tocratic tastes’? cannot be lost, 
at feature lies the main driving 
hich can spread consumption 
throughout the year. Turkey 
lished as a delicacy, and this 
ion must be maintained. Com- 
buyers have found that turkey 
cheaper for sandwich use than 
consequently, during the past 
rs more and more menus have 
‘turkey sandwiches.’ If the 
fe and the industrial buyer can 
sed with the idea that turkey 
xpensive, much of the natural 
ce due to economy will vanish. 
major purpose of the adver- 

be to teach buyers to dis- 
learly between brand names 
available. 


‘tween the grades 


this will apply to advertising 


necessarily be a 


lually, it will 
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major feature of the various efforts to 
secure sales. Not only are the turkey 
marketers interested in increasing the 
total market, but they are also interested 
in obtaining as large a proportion of 
both the new and the old markets as 


possible. 


Conclu s70n 


Solution of the produc tion problems 
of the turkey industry is now close to 
efhiciency 


achievement, but increased 


and increased profitability can only 


come from greater volume. [The histori« 
turkey 
oughly exploited, so that marketers have 


season has been rather thor- 


turned to the ‘‘non-turkey”’ seasons as 
the logical opportunity to expand con- 
sumption. On the basis of past success, it 
seems probable that the nation can and 
will be convinced that it should enjoy 
turkey on such unorthodox occasions as 


July evenings. Can success be achieved? 


Certainly the experiment, whether suc- 
cessful or not, is of interest to students 
of marketing problems and those busi- 
nessmen who are confronted by similar 
conditions. If moderation of the turkey 
seasonal is successful, many industries 
with less firmly established traditions 
may be spurred to action. 











THE PROGRESS OF COOPERATIVES 
BY CARL N. SCHMALZ 


HE so-called cooperative form 

of organization for economic 

effort has been the subject of 
substantial interest in the United States 
during at least three periods since 1800. 
From about 1820 until the Civil War, 
cooperative developments were exempli- 
fied by the farmers’ mutual fire insur- 
ance companies, by the Owenite and 
other cooperative or communistic vil- 
lages, and by the urban stores of the 
Workingmen’s Protective Union. Later, 
from 1870 on, the growth of the Grange 
led to large-scale experiments with both 
marketing and purchasing cooperatives 
for farmers. Finally, since about 1920, 
there has been the greatest development 
of all as the agricultural marketing 
associations and _ purchasing societies 
have become strong, as labor union 
cooperatives have come and gone, and 
as credit unions and consumers’ socie- 
ties have sprung up. 

Each burst of interest and enthusiasm 
both here and abroad has led to suc- 
cesses and failures; and thus each has 
contributed to the body of knowledge 
available today. One cannot be sure as 
to where in that body of knowledge vital 
gaps will be disclosed by future experi- 
ence. Many observers believe, however, 
that the principles and methods of 
cooperation are now understood sufh- 
ciently to warrant considerable optimism 
regarding future growth. Inherently 
idealistic, imaginative, and _ hopeful, 
many cooperators have been unrealistic 
and impractical, as well. The record of 
their failures affords eloquent testimony 
to this effect. Recent progress in Den- 
mark, Finland, Sweden, England, Scot- 
land, Ireland, and the United States, 
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however, indicates that practical men of 
large business capacity have grown up 


within the movement. Cooperation stil] 
has its dreamers, but it has its solid 
businessmen too, and along with both it 
now has the results of a century’ 
experience. | 
There apparently are six important 
reasons for the growth of interest in 
cooperatives during the last twenty or 
twenty-five years. First, of course, comes 
economic distress, distress originally 
agricultural and then both urban an 
agricultural, distress due in part to the 
dislocation of the economy incident to 
the World War and in part to 
technological change which constitutes 
the current manifestation of the Indus- 
trial Revolution. Second, one must list 
widespread disturbance of mind and 
dissatisfaction regarding an economi 
system under which, despite excellent 
means of transport, great want and 
great abundance can exist side by side 
in the same country, and even in 
same community. Third is the feeling 
that private capitalistic enterprise, what- 
ever its services in producing a higher 
material standard of living than t 
ever enjoyed by our own or any other 
people, has not served the consumer so 
well as he is entitled to be served. [hv 
expanding consumer movement is | 
crete evidence of this feeling. ‘lhes« 
forces have stimulated liberal thinking 
on a broad scale, not only among 1! 
portions of our population usually 
considered to be radical and subversive 
but also among our most conserva 
and respected citizens. Cooperation has 


] , 
peen 


come in for careful scrutiny; it has ! 


d 


the 


} 
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med by many students who, thus, 
ncouraged others to study it. 
\long with these first three forces 
ng for interest in cooperation one 
list three others: the strong re- 
strain in the American make-up; 
nspicuous successes achieved lately 
certain cooperative ventures, both 
and in Europe; and the publicity 
ooperation furnished by a number 
ecent books and articles, most 
perhaps, by Marquis Childs’ 
Sweden: The Middle Way.' That 
ublicity has been substantial is 
cated by the fact that the output of 
- Jast three years includes the seven- 
books here reviewed, as well as a 
ber of others not covered. 
view of the great interest in co- 
eration, private businessmen, as well 
conomists, students, and prospective 
operators, should put forth special 
ts to make informed appraisals of 
cooperative movement and its out- 
ok. In doing so, they should remember 
it cooperation may take any of four 
Cooperation by workers in produc- 
is in the contemporaneous Hights- 
n (New Jersey) clothing project and 
ome of the early English under- 
ngs of the Christian Socialists; 
Cooperation by independent pro- 
in the purchasing of supplies 
in production, as in the societies for 
ng farm supplies which currently 
) successful in this country; 
Cooperation by independent pro- 
in the marketing of their prod- 
as in the American associations for 
ing oranges, grain, and _ livestock, 
the Danish organizations for 
ting bacon and butter; and 
Cooperation by consumers in the 
ement of goods for consumption, 
the English, Swedish, and many 
Marquis Childs, Sweden: The Middle Way (New 
University Press, 1936). 








American societies. Cooperation of this 
type may include wholesaling, manu- 
facture or processing, and even primary 
production, as well as retailing. 

Cooperation of the first form, that by 
producers in production, never has 
been conspicuously successful and may 
be dismissed from consideration. Co- 
operation of the second and third forms, 
thus far, has accounted for most of the 
success achieved by cooperatives in the 
United States; but consumer coopera- 
tion, the fourth form, is the variety 
most frequently envisioned by business- 
men, speakers, writers, and others when 
they refer to the dangers or the blessings 
of cooperation. Most of the current 
literature on cooperation, both Ameri- 
can and European, deals chiefly with 
consumer cooperation. 

The books on this subject which have 
appeared during the past three years 
are treated below in six groups includ- 
ing, respectively, works dealing with: 

1. Cooperation in general, 

2. Cooperation in this country, 

3. Some particular phase of coopera- 
tion in this country, 

4. Cooperation in Great Britain, 

5. Cooperation in countries other 
than the United States and Great 
Britain, and 

6. ‘The philosophy and broader objec- 
tives of cooperation. 


General Works 


Only one of the seventeen books here 
reviewed properly may be classified as a 
general work. ‘That is the recent book by 
Jacob Baker,? chairman of President 
Roosevelt’s Inquiry on Cooperative 
Enterprise which studied cooperation in 
ten European countries in 1936. This 
book goes a long way toward justifying 
the boast on its jacket: “‘This is at once 
3 Jacob Baker, Cooperative Enterprise (New York, The 
Vanguard Press, 1937). 266 pp. $2.00. 
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the most compact and the most com- 
prehensive book on cooperation.” 
Drawing more on European experi- 
ence than on American, as is appro- 
priate, Mr. Baker set out to explain the 
cooperative movement to readers know- 
ing nothing about it. He succeeded very 
well in this attempt; and, in fact, he 
turned out a book which is helpful, as 
well, to the person who thinks that he 
knows something about cooperatives. 
Mr. Baker believes that the cooperative 
form of organization has important 
advantages over private enterprise, at 


least as regards the more stable types of 


retail and wholesale trade in consumers’ 
goods. Nevertheless, his description is not 
impassioned or argumentative. Rather 
it represents a clear, well-rounded, 
sympathetic treatment by a careful and 
competent observer. It constitutes a 
most helpful general introduction to the 
subject and a good text for a short dis- 
cussion course. 

A few quotations will reflect the 
author’s conclusions and the moderate 


tone of his book. 


Cooperative organization is largely moti- 
vated by people’s conviction that they are 
being victimized by the existing arrange- 
ments of private trade. They become con- 
vinced that they can free themselves only by 
doing for themselves cooperatively the job 
of buying or selling that the private trader 
has heretofore done for them. . . . Some 
cooperators believe that all people through- 
out the world can and should dispense with 
the middleman and the profit system. They 
look forward to a Cooperative Common- 
wealth. Others are not so much interested in 
the future, or they have other ideas about it; 
but they are convinced that cooperation 
is necessary if they are, for instance, to get 


3 Other than cooperation in marketing. 

4 John Daniels, Cooperation: An American Way (New 
York, Covici Friede, 1938). 399 pp. $3.00. 

5 Ellis Cowling, Cooperatives in America; Their Past, 
Present and Future (New York, Coward-McCann, 
Inc., 1938). 206 pp. $2.00. 

6 U. S. Bureau of Labor Statistics, Bulletin No. 659, 


good bread at reasonable prices right now 
(p. 10). 

Cooperatives are thus business enterprises 
that have inherent in them a strong and 
special emotional appeal, which is necessary 
for their growth. This special emotional 
appeal is differently translated into words }y 
different cooperative philosophers and lead- 
ers. At once self-helpful and _ unselfish, 
businesslike and democratic, cooperative 
idealism links up readily on the one hand 
with the views of scientific efficiency, and on 
the other with progressive social and 
political views (p. 20). 

Private enterprise is particularly adapte 
to those segments of economic activity 
which the speculative element is largest 
Governmental enterprise is requisite 
those economic affairs in which pub! 
security and continuous functioning 
imperative. This still leaves a large business 
field to which cooperative enterprise is well 
adapted (pp. 45-46). 

In its various European development 
[cooperation] has generally brought 
benefits of stabilization of the nationa 
economy, of an influential check upon mo- 
nopoly, and of a broadening of purchasing 
power. These benefits indicate the possi- 
bilities inherent in the cooperative method 
of economic organization, for America as fot 
Europe (pp. 236-237). 


Cooperation in the United States 


Among the recent books dealing wit! 
cooperation in general® in the United 


1}S- 


States two major types may be di 


r) 


dist and the coldly factual. The seventeen 
; Ni 
books covered by this review included 
two of each type: the interpretive books 
by John Daniels‘ and by Ellis Cowling, 
and the strictly factual works 
Florence Parker® and_ by Protlessor 
Randall and Daggett.’ 
Consumers’ Cooperation in the United Stai 
by Florence E. Parker (Washington, Gove 
Printing Office, 1939). 207 pp. 25 cents 
7 Harlan J. Randall and Clay J. Daggett, 
sumers’ Cooperative Adventures (Whitewater, Wis 
The Whitewater Press, 1936). 642 pp. $2.00. 
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[he word propagandist 1s used in 
erring to the first two books, not to 


suggest that they are in any way 


iensible or untrustworthy, but 

to indicate that they apparently 
intended to make converts as well 

to inform. Both Mr. Daniels and Mr. 


Cowling are enthusiastic believers in 


peration, Mr. Cowling having had 
years of actual participation in the 
vement. 
If Mr. Baker’s book is a good one with 
| to begin the study of cooperation, 
Mr. Daniels’ is one which an American 
ht well read after finishing Baker. 
does not mean that the one is 
nd to the other in quality, but only 
the subject matter and treatment 
Mr. Daniels’ book make it excellent 
person who has some knowledge 
operation in general and wants to 


vy more about the present status of 


peration in this country. The two 
make an excellent pair for a 
library 
Mr. Daniels’ thesis is that, with the 
om handicraft production to the 
system, the opportunities for 
t between producer and consumer 
become fewer and the number 
ldlemen interposed has become 
r, with the result that goods have 
to cost the consumer more than 
need to cost and that the consumer 
has lost control over the quality 
cription of the goods which he 
Under existing circumstances, 
Daniels indicates, a consumer 
ich must buy what is offered 
stores or go without. He has 
except his custom, of making 
what goods he prefers, and no 
all of indicating what goods he 
| like to see offered. The consumer 
nent is evidence of dissatisfaction 
condition. Mr. Daniels thinks 
operation, by bringing about 





consumer ownership and operation of 
distributive facilities, provides a way of 
giving the consumer not only more 
value for his money but also many other 
satisfactions. 

Mr. Daniels’ qualifications for the 
task of describing and appraising the 
cooperative movement in this country 
include thirty years of research, writing, 
and administrative work on_ social 
problems; twenty years’ interest in co- 
operation; and, finally, actual visits to 
cooperatives during 5,000 miles of travel 
for that purpose. 

The author’s history of cooperative 
trials and errors in this country, from 
the fire insurance mutuals of a century 
ago to the Consumer Distribution 
Corporation of today, omits some details 
but covers the essential points. His 
work goes beyond mere accuracy of de- 
lineation to make clear the philosophy 
and attitudes of cooperators. He con- 
tributes one thought well worth noting, 
that consumers’ cooperation is a muta- 
tion of capitalism. He might have 
added that he believes cooperation to be 
not a subversive ism to be feared and 
fought, as some think socialism, com- 
munism, and fascism to be; but that it is 
a new form of capitalism evolved to 
eliminate certain shortcomings of the 
old, existing form. 

Mr. Cowling, the director of educa- 
tion for the Trumbull Farm Bureau Co- 
operative Association, Portland, Ohio, 
writes fluently and with color. He ap- 
parently wished not so much to describe 
the status of cooperatives in America as 
to indicate why they are deemed to be 
desirable. His book, therefore, supple- 
ments that of Mr. Daniels without 
duplicating it. Mr. Cowling’s dominant 
note is the relation of cooperation to 
general economic welfare, especially the 
welfare of working people. This is 
manifest from three quotations. 
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Those whom the machine age has dis- 
inherited must acquire the ownership of the 
stores, the wholesalers, and the productive 
machinery which makes and distributes 
goods. There must be organization of the 
consumers toward that end (p. 24). 

All men are consumers; that and that 
alone is their common economic interest. 
On the basis of it cooperation seeks to unite 
them for ownership of the means of dis- 
tribution and the tools of production. It 
seeks to resolve the conflict between pro- 
ducers by uniting them as consumers (p. 
196). 

Consumers’ cooperation alone offers a 
technique by which the exploited can use 
the thing which business wants most—their 
purchasing power—as a means of achieving 
a more satisfactory economic status (p. 193). 


Going on, Mr. Cowling states un- 
equivocably that cooperation will not do 
this suddenly, violently, or by political 
means. 

Miss Parker for a long time has been 
a research worker and writer in the 
Bureau of Labor Statistics, United 
States Department of Labor. Her com- 
prehensive survey of the status of 
American consumer cooperatives in 
1936 is the nearest approach to a census 
which we have, and her report is the 
fifth in the series of similar documents 
published by her Bureau. The first of 
these covered the year 1920. Miss 
Parker’s findings, presented in the 
meaty, objective style common to so 
many government publications, gives 
ample evidence of the care and im- 
partiality with which the study was 
conducted. Readers who want cold 
facts* on retail cooperatives and their 
wholesale adjuncts; on the more unusual 
cooperative service organizations, such 


5 Space does not permit a cataloging of the facts 
presented, but they include information on sales, 
expenses, profit or gain, dividends, size of town, 
number of members, capital, and so on. Other 
information on margins, expenses, and profits for 
food cooperatives, cooperative general stores, and 





as laundries, burial societies, and ga- 
rages, on telephone associations, on 
credit unions, and on insurance associa- 
tions will do well to consult this pam. 
phlet before looking elsewhere. They wil 
find, also, enlightening information on 
cooperative associations as employers 
and on the legal status of cooperatives, 
There are twelve illustrations. The book 
is indispensable to writers, speakers, 
leaders of study groups, and others who 
must go beyond the vague and the 
general to concrete facts. 

Professors Randall and Daggett are 
colleagues at the State Teachers’ Col- 
lege, Whitewater, Wisconsin, a state 
whose legislature has stipulated | 
that cooperative marketing sha 
taught in every common school, and 
that consumers’ cooperation as well as 
cooperative marketing shall be taught 
in every public high school, vocational 
school, and teachers’ or normal schoo! 
as well as in the state university. Seck- 
ing primarily to provide additional 
materials for teaching, these professors 
prepared a book of thirty-four cases, 
each dealing with a single cooperati 
society or with an important bit o! 
cooperative experience. Perhaps 
work was hurried. Some of the individ- 
ual cases are not sufficiently complet 
in their coverage of the facts for use 1! 
advanced college courses or in graduat 
schools of business; and the members o! 
study groups may not always find the 
answers to pertinent questions. [hi 
lists of questions appended to each ¢ 
stress memory more heavily than reas 
ing. Nevertheless, the book goes wel! 
beyond those like Mr. Daniels 
regards details and provides, in ‘ 
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Business School, Bureau of Business 
Bulletin No. 108, Operating Resulis 
Cooperatives in the United States in 1937, by ‘ 
Schmalz. 
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nt form, much information which 


rwise could be obtained only in the 


tions of individual societies or in 
primary sources. The book is a 
addition to the literature of 
tion. 
‘dual Phases of Cooperation 
books which have been discussed 
r. and those which will be taken 
succeeding sections of this article, 
hiefly with consumers’ coopera- 
ind with other purchasing coopera- 
It is in these forms of cooperative 
ilmost entirely that the strictly 
ymic or business objectives of co- 


ration have been accompanied by 
tant idealistic objectives. It is the 
mbers of consumer cooperatives, for 
most part, who talk of the coopera- 


commonwealth or of large-scale 


mation. This idealistic content has 


much less prominent among the 
eting cooperatives which, though 
similar to the consumer co- 


ratives in form, are diametrically 
sed in basic objective. While the 


imers’ cooperative seeks to buy at 
vest price and to reduce economic 
ns by securing wide adoption of 
lea of production for use, the mar- 
cooperative seeks to aid individ- 
rivate businessmen (farmers, as a 
to gain larger profits by selling at 
t aggregate prices. ® 

rder that readers may obtain. a 
ed knowledge of present-day 


purchasing cooperative theoretically 

in intermediate position between these 
eks to purchase at the lowest possible 

help the farmer make the largest 

is a private businessman. The same is 
erative wholesale societies set up 

vate retailers to supply them with 

these latter cooperatives are described by 
Lazo in Retailer Owned Cooperatives (New 
and Brothers, 1937). 260 pp. $3.00. 
majority of the farmers’ purchasing 
seem to have concluded that their 


cooperative effort, it is fortunate that 
we have one recent book on cooperative 
marketing. A more complete or unbiased 
discussion of that subject than the one by 
Professors Bakken and Schaars of the 
University of Wisconsin could hardly 
be expected.'® Designed primarily as a 
college text, their book provides a 
valuable source of information for men 
participating in agricultural marketing 
or in other lines of business as well as for 
students in general. For the average 
reader, the book provides an excellent 
counterbalance to what may appear to 
be the excessive emphasis on consumer 
cooperation, and on the broad, idealistic 
objectives, of much of the cooperative 
literature. 

As a supplement to Bakken and 
Schaars, and as a source of authentic 
statistical information on farmers’ pur- 
chasing cooperatives as well as on 
marketing societies, we have an excel- 
lent report just published by the Farm 
Credit Administration.'! Well-organ- 
ized and fully indexed, this document 
maintains the high standards of quality 
set by many government research pub- 
lications. It is especially valuable because 
it represents complete coverage of the 
farmers’ marketing and purchasing asso- 
clations, as well as the farmers’ mutual 
irrigation and fire insurance companies, 
all based on personal interviews. One 
unfortunate feature of the study may be 
noted: namely, that, with so exceptional 
an opportunity for gathering data, 
interests are predominantly those of consumers, and 
have joined forces with the consumers’ cooperatives 
in the Cooperative League. This is not true of the 
marketing associations 
10 Henry H. Bakken and Marvin A. Schaars, The 
Economics of Cooperative Marketing (New York, 
McGraw-Hill Book Company, Inc., 1937). 583 pp. 
$4.00. 
11U. S. Farm Credit Administration, Cooperative 
Division, Bulletin No. 26, A Statistical Handbook of 
Farmers’ Cooperatives (Washington, Government 
Printing Office, 1939). 334 pp. 35 cents. 
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more attention was not paid to expense 
information and to other operating 
staustics. 

The credit union is a form of con- 
sumer cooperative activity which has 
received a great deal of stimulus in the 
United States during the last thirty 
years or so, largely as a result of the 
interest, energy, and munificence of the 
late Mr. E. A. Filene. The credit union 
movement, to some degree riding along 
on the interest in small loan reform, has 
achieved substantial growth without 
engendering much opposition. Possibly 
this lack of opposition has been due to 
the small volume of credit union busi- 
ness relative to total consumer credit. 
After all their growth, the credit unions 
supply less than 1% of all consumer 
credit employed. 

This relative insignificance of credit 
union volume is one of the facts brought 
out by M. R. Neifeld, statistician of the 
Beneficial Management Corporation, 
in his recent book.!*? Although entirely 
sympathetic to credit union growth, Dr. 
Neifeld is practical and frank in his 
observations. He points out that credit 
unions are not infallible; that their 
success has been exaggerated; that they 
require good management, just as other 
business enterprises do; and that the 
cooperative form of organization offers 
no guaranty that good management 
will be forthcoming. He closes with 
a list of twenty-seven recommendations 
which, he suggests, should be written 
into every credit union law or incor- 
porated in the policies and practices of 
every credit union. The following of 
these recommendations, he states, would 
safeguard the cooperative credit move- 
ment from the weaknesses and dangers 
disclosed by twenty-five years of opera- 


12M. R. Neifeld, Cooperative Consumer Credit, with 
Special Reference to Credit Unions (New York, Harper 
and Brothers, 1936). 223 pp. $2.50. 


tion and would enable it to define more 
sharply its proper sphere of activity. 
These recommendations appear to be 
entirely sound and wholesome. Dr 
Neifeld’s businesslike discussion js re- 
alistic and refreshing. 

One of the most recent manifestations 
of cooperative enterprise in the United 
States has been in the field of medicine. 
Developments here took a sensational 
turn in 1938 with the attack by the 
United States Department of Justice 
upon the American Medical Associa- 
tion and some affiliated organizations 
for alleged violation of the antitrust 
laws in connection with efforts to 
obstruct medical cooperatives. 

Since the outstanding figure in the 
field of cooperative medicine is Dr 
M. A. Shadid of Elk City, Oklahoma, 
the founder of America’s first coopera- 
tive hospital, the publication of his 
autobiography" is most timely. Among 
his other abilities, Dr. Shadid has 
distinct skill in the use of the written 
word. His autobiography is one of the 
most interesting and colorful pieces 
writing in the entire field of cooperation, 
tracing an unusual life as well as an 
uphill struggle for an ideal. Factual yet 
inspiring, convincing and highly absorb- 
ing, the book is one which many 
readers will be unable to lay down betore 
the last page is reached. It would not be 
at all surprising if this story of Dr. 
Shadid’s life and work would supply for 
the cause of cooperative medicine some- 
thing like the same impetus which 
was given to the consumer movement D) 
Chase and Schlink’s Your Money's Worth 
A Doctor for the People is assigned reading 
for anyone interested in cooperative 
medicine. 


13M. A. Shadid, A Doctor for the People (New York, 
The Vanguard Press, 1939). 277 pp. $2.50. 
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Cooperation in Great Britain 
Since consumer cooperation as we 
it was born at Rochdale in 1844, 
English cooperative movement has 
yn to tremendous stature. It has 
raged successfully in expansion, both 
yontal and vertical, which is almost 
dible. One, therefore, cannot be- 
- acquainted with cooperation until 
familiar, at least in outline, with 
British cooperation. Three recent books"* 
de adequate opportunity for secur- 


his familiarity. 
he first of the three books to be 
iblished, that by Mr. Sydney R. 
Elliott, is best adapted to the needs of 
seneral readers. Short, concise, 
ind direct, it furnishes a good, 
nageable summary of the movement 


England. 

[he book by Professors Carr-Saun- 
Florence, and Peers is much more 
tious, the product of a_ broad 
of the aims, methods, and results 
operative enterprise in England. 

erhaps the most scholarly book on 
ration to be published in recent 

loo large an undertaking for one 

the studies here reported were 

‘d forward by a committee of 
which had help from others still. 

S the investigation was so carefully 
ited and its findings so well 

ted, one is warranted in sum- 

ng the topics covered in the 

ting book. Among these are many 
idequately treated elsewhere. The 
‘include: the historical background 
dern cooperation, the structure of 
operative movement, the govern- 

ind trading policies of the retail 

ties, cooperative finance, the whole- 

‘Ss, Insurance, other forms and activi- 


iney R. Elliott, The English Cooperatives (New 

, Yale University Press, 1937). 212 pp. $3.00. 

\. M. Carr-Saunders, P. S. Florence, and R. 
nsumers’ Cooperation in Great Britain (New 


ties of cooperation, the Cooperative 
Union, education and publications, the 
Guilds, democratic control of both the 
retail societies and the federated super- 
structure, management problems, em- 
ployment, efficiency in retail and in 
wholesale trade, efficiency in produc- 
tion, investment policy, relation to 
other forms of economic enterprise, lines 
of expansion, social aspects, and the 
future of cooperation. The book con- 
tains ample charts, statistics, and biblio- 
graphical data. It is well indexed. 

Mr. Redfern’s book, more detailed 
and with scores of illustrations, pre- 
sumably is the official history of the 
Cooperative Wholesale Society. It has 
copious appendices including a detailed 
bibliography; a statistical supplement; a 
list of present officers and directors; a 
list of past directors; a biographical 
supplement giving data on. the lives of 
retired directors, auditors, and promi- 
nent officials; a chronological index list- 
ing important events in Cooperative 
Wholesale Society history in order of 
their occurrence, with page references; 
and a general index. ‘This book is most 
valuable for reference and for persons 
wishing to study the English movement 
intensively. Yet it will interest many 
general readers. It will not, however, be 
found so broadly informative as the 
book by Carr-Saunders, Florence, and 


Peers. 


Cooperation Elsewhere 


Four of the newer books recount the 
progress and achievements of the co- 
operative movement in countries other 
than the United States and Great 
Britain. These are the books by F. C. 
York, Harper and Brothers, 1938). 556 pp. $4.00. 


Percy Redfern, The New History of the C. W. S. 
(London, J. M. Dent & Sons, Ltd., 1938). 624 pp. 
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Howe on Denmark,'® Anders Hedberg 
on Sweden,'® B. B. Fowler on Nova 
Scotia, '7and O. B. Grimley on Norway. '® 

Mr. Howe is a special adviser, Office 
of the Secretary of Agriculture, Wash- 
ington. At one time he was Com- 
missioner of Immigration in New York 
City. He has written widely on taxation, 
the city, democracy, the cost of living, 
and related topics. As Mr. Howe states 
in his preface, his book is something 
more than a story of cooperation. It is a 
story of the Danish cooperatives for 
both marketing and purchasing; it is a 
story of the People’s High Schools; and 
it is a story of the new democracy which 
has been created in Denmark, a democ- 
racy in which cooperative enterprise 
and government enterprise complement 
one another in affording the people a 
high degree of control over their lives 
and their economy. Mr. Howe’s book 
tends to emphasize the fact that co- 
operation is not a movement of set 
characteristics and a 
applications, but that, rather, it is a 
form of economic organization, and a 
way of thinking on economic matters, 
which may be applied in various ways 
and to various degrees depending upon 
one’s needs and inclination. 

Mr. Howe’s book should be read by 
two classes of persons: by those who 
wish to be fully informed regarding 
cooperation abroad, for surely they 
cannot neglect Denmark, and by those 
who wish to be stimulated to new lines 
of thought on social, governmental, and 
business organization. Less emotional, 
less colorful than some of the recent 
books on cooperation, it is nevertheless 
a moving and an important document. 
Denmark, The Cooperative 


15 Frederic C. Howe, 


Way (New York, Coward-McCann, Inc., 1936). 
277 pp. $2.50. 

16 Anders Hedberg, Swedish Consumers in Cooperation 
(Stockholm, Kooperativa forbundet, 1937). 95 pp. 


single set of 
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Mr. Hedberg, one of the highest 
executives of the cooperative movement 
in Sweden, writes with authority of 
consumers’ cooperation there in al] jts 
major ramifications. Set forth in clear. 
simple language, freely illustrated with 
pictures and charts, Mr. Hedberg’: 
work is especially valuable for American 
readers who want to secure an accurate 
idea of Swedish cooperation with a 
minimum of effort. 

Mr. Fowler, an American free-lance 


journalist and author of Consumer Co- 


operation in America, has produced a 
dramatic book on Nova Scotia signifi- 
cant less for what it says than for th 
way it says it. To be really “up” on 
cooperation, one of course must know 
how Father Tompkins and his associates 
at St. Francis Xavier University 
combined adult education with 
operation to bring about a renaissan 
in many rural communities in Nova 
Scotia. Mr. Fowler tells this story 
accurately. More important, how 

he tells it with vividness, local color, a1 
human interest. His book makes 
pretense of being coldly rational! 
demic, or scholarly. When a reader 
finished it, he may feel moved to dis- 
count an extravagant statement here 
there; but he will have received a lasting 
impression of a very significant s 
development. That is what Mr. I 
desired to achieve, and what h¢ 
achieved. 

Mr. Grimley’s book is primarily 
about Norway, its land, people 
sources, and industries. The Norwe: 
cooperatives of both farmers and 
sumers are described as incidents 1n 
description of Norway, because n 


17 Bertram B. Fowler, The Lord Helps 1 


(New York, The Vanguard Press, 1958 
$1.75. 

18Q. B. Grimley, The New Norway (2d ed., 
Johan Grundt Tanum, 1939). 170 pp. 
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understanding of them is 
ne to an understanding of the 
as a whole. The chapters on 
ratives shed some light on the 
yn in a country which has been 


ed in cooperative literature. 


phy and Broader Aims 


whose latest book?® 
cooperation as an 


Warbasse, 
do with 

- for international peace, is the 
American authority on 
cooperation and almost the 
ification of the cooperative move- 
n this country as exemplified 
chasing rather than marketing. 
well ahead of the great body of 
rators in his thinking, and defi- 


Warbasse, Cooperation as a Way of Peace 
, Harper and Brothers, 1939). 111 pp. 
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nitely the kind of man to devote both his 
life and his money to a cause deemed to 
be worthy, Dr. Warbasse is interested 
in something more fundamental than 
cheaper and better groceries. He believes 
that a more prosperous, more peaceful, 
more stable, and happier world can be 
achieved through the democratic con- 
trol of business in the interests of con- 
sumers everywhere, control which he 
thinks can be brought about, in time, 
through the form of economic organiza- 
tion called cooperation. Dr. Warbasse is 
an enthusiast, but with much of the 
practical in his make-up. Businessmen 
would do well to understand his philos- 
ophy, partly because it has wide 
influence among cooperators and partly 
as an example of contemporary liberal 
thought. A studious reading of this little 
book on peace will contribute much to 
such an understanding. 











RETAILING: FACTS AND THEORIES 
BY STANLEY F. TEELE 


INCE the last review in_ these 

columns of publications dealing 
kJ with retailing, the printing presses 
have been busy.' During the past three 
years the attention of the writer has been 
drawn to no fewer than 13 textbooks 
devoted to retailing generally or to 
specific aspects of retailing; to 5 general 
discussions of retailing not created 
primarily as textbooks; and to 10 books 
concerned with particular types 
retailers or with particular problems 
prominent in retailing. Undoubtedly 
other books have escaped the reviewer’s 
attention. The appearance of this large 
number of volumes in a brief period 
results from several causes. Interest in 
vocational training has been stimulated 
by the financial assistance of the Federal 
government, and texts adapted to use 
in secondary schools have been in 
demand. The growing tendency of some 
groups of retailers to seek legislative 
solution to their problems has called 
forth books dealing the issues 
involved and has required the sub- 


earlier volumes. 


with 
stantial revision of 
The increase in importance of new types 
of retail institutions and fears concern- 
ing the future of other types have also 
been factors. 

Within the limits of the space avail- 
able a discussion of all the 28 books 
mentioned is clearly impossible. Ac- 
cordingly those books which seem most 
significant are dealt with; most of the 
eliminations are from the group of text- 
books since several of these offer little 
which is new in content, arrangement, 
or method of presentation. 


1 See XIV HARVARD BUSINESS REVIEW 3, Spring, 1936. 
? Henry Smith, Retail Distribution: A Critical Analysis 


of 


26 


General Discussions of Retailing 


A thoughtful little volume which wil! 
perhaps appeal somewhat more to 
academic students of retailing than to 
active practitioners is Retail Distribution. 
A Cntical Analysis by Henry Smith.’ 
The value in Smith’s work lies not only 
in his efforts to overcome a paucity 
statistical information on the structure 
of retail trade in Great Britain, but 
also in his close reasoning in regard t 
the character of competition in retailing 

The book undertakes to apply “the 
tools of economic analysis to the prob- 
lems of retail distribution in an attempt 
to detect, examine, and evaluate the 
forces which are at work.” No effort 
made to consider and discuss the prob- 
lems of the individual retailer; 
viewpoint is clearly and consistent 
that of the economic theorist appraising 
the system of retail distribution wit 
particular emphasis on the factors deter- 
mining prices. 

After an introductory chapter on t! 
pure economics of retailing in which t! 
factors influencing retail prices 
margins are blocked out, the author 
devotes two chapters to a description 
the current structure of retail trade 
Great Britain and the changes w! 
have occurred during the last filtee! 
years. An immense amount of labo 
undoubtedly went into the preparat 
of the estimates cautiously presented 
by the author. American students ¥ 
be particularly interested in the descrip- 
tion of the changes brought ab 
by the increased use of motor vehi 


(New York, Oxford University Press, 1937 
$3.00. 
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because they parallel so completely the 


ies taking place in the United 
rates. The examination in these chap- 
- leads Smith to the conclusion that 
nuraber of retail establishments is 
reasing more rapidly in Great Britain 
in can be accounted for by popula- 
trends. In succeeding chapters he 
les this finding with others to the 
t that retail costs are rising relative 
production costs and that there 
been a widening gap between whole- 
ind retail prices. He then examines 
distribution in the light of the 
ts of ‘“timperfect’” or “‘monop- 
competition and finds that the 
ture of the retail market is such that 
polistic or imperfect competition 
iils. There tends to be much more 
‘tition in advertising, provision of 
s, and the like (non-price com- 
n) than in price. Smith concludes 
“the dominant factors in the 
of retail costs have been the 
fections of the retail market, and 
portunities which a period of 
wholesale prices and unemploy- 
is provided for that imperfection 
deliberately increased.”’ 
lhe book is an able analysis which 
repays close study, but certain 
nts which, in the United States at 
bear directly on the problem of 
ng retail costs are not considered. 
most among these is the extensive 
fer of functions from wholesalers 


ind manufacturers to retailers. The 


on of these functions, which ac- 
panied the rise to importance of 
re-scale retailing, has naturally re- 
ed in an increase in costs. The test 
he social efficiency of the new com- 
n is Whether or not the functions 

be performed in the new combina- 
1 cost lower than the total cost 

red in performing the functions 


pendently. 


In recent years much of the discus- 
sion inspired by the difficulties of the 
department store as a type of retail 
enterprise has centered around the form 
of management organization. This topic 
forms the heart of the volume entitled 
Next Steps Forward in Retailing by Filene, 
Gabler, and Brown.* The book opens 
with a competent but not unusual 
survey of recent trends in retailing in the 
United States and continues with a brief 
restatement of the well-known Filene 
emphasis on the value of carefully 
formulated written policies for the 
guidance of retail concerns. Then fol- 
lows the presentation of the proposal for 
a different form of management organ- 
ization for department stores. ‘The 
orthodox form of organization, en- 
shrined by Paul Mazur in 1927 in his 
book entitled Principles of Organization 
Applied to Modern Retailing, has four 
major functional divisions: merchandis- 
ing, publicity, store operation, and 
control. No specialized selling division 
exists; control of salespeople rests either 
exclusively in the hands of the buyers (in 
the merchandising division) or jointly 
in the hands of buyers and representa- 
tives of the store operation division. 
Reasoning primarily from the phrase 
selected as the slogan for the book, ‘‘A 
Store is a Machine for Selling,’ the 
authors not only erect the selling divi- 
sion as one of the major divisions but 
also relegate buying to a subordinate 
position within the selling division. ‘To 
the reviewer the logic of the reasoning 
is very strong; but the increased empha- 
sis upon selling rather than buying, 
which seems highly desirable, can 
undoubtedly be secured in different 


stores in a variety of ways. 


$ Edward A. Filene, Werner K. Gabler, and Percy 
S. Brown, Next Steps Forward in Retailing (New York, 
Harper & Brothers, 1937). 309 pp. $4.00 
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The volume concludes with a restate- 
ment of the advantages of chains of 
department stores, a discussion of volun- 
tary chains as an aid to small stores, 
and a brief appraisal of the desirability 
of a league of cooperative department 
stores. Although clearly and succinctly 
phrased, the discussions of the first two 
topics add little to existing literature. 
The efforts to carry into actuality the 
ideas expressed in regard to the league 
of cooperative department stores, fi- 
nanced by a substantial grant, have 
thus far proved fruitless. 

Very different in character is The 
Revolution in Merchandise by Joseph 
Mayer.* Coming to the United States 
from Paris at the age of 26, Mr. Mayer 
recently resigned from a retail career 
which led him successively through 
several posts as millinery buyer in small 
stores to management of the millinery 
department of R. H. Macy & Co., Inc., 
in 1911, then to merchandise manager 
and executive vice president of Macy’s, 
and finally to the management of 
Macy’s European buying offices from 
headquarters in Paris. So long and 
varied a career in retailing necessarily 
commands attention for a book which 
summarizes the conclusions of that 
career. The message which Mr. Mayer 
has to transmit is his diagnosis of the 
difficulties of department stores, more 
particularly of ‘Typical Department 
Stores” as distinguished from ‘‘Luxury 
Department Stores’ on the one hand, 
and stores selling on price appeal only 
on the other hand. In a nutshell, Mr. 
Mayer’s conclusion is that typical de- 
partment stores have generally failed to 
adapt themselves adequately to the 
‘revolution in merchandise” following 
the World War. The revolution in 
merchandise described in vivid terms 


‘Joseph Mayer, The Revolution in Merchandise 


(New York, Greenberg, 1939). 222 pp. $2.50. 
®’ Gordon C. Corbaley, Group Selling by 100,000 Re- 
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by Mr. Mayer is the shift of the con. 
sumers’ emphasis from the utilitarian t, 
the decorative—the greater importance 
assigned by consumers to color, design. 
and fashion, elements for which M; 
Mayer uses the awkward but expressive 
term “‘looks-rightness.”? Pursuing this 
theme the author comments in some 
detail on the place of the buyer, the 
merchandise manager, and the stylist in 
adjusting department store operation 
to the revolution. Then, in a series 
of chapters devoted to consumer psy- 
chology, he attacks vigorously the theory 
that department stores should seek to 
provide customers with what they want 
Using the arresting phrase ‘‘The Fif- 
teenth Customer” as his text, Mr: 
Mayer expounds his conclusion that in 
most circles of women there is one 
fifteenth) whose superior taste direct) 
or indirectly guides the purchases 
other members of the circle. He foll 
with the conclusion that a “stor 
prestige for general merchandise at reg- 
ular prices is built on the influence of t 
more discriminating minority and noton 
the give-them-what-they-want policy 

Mr. Mayer disclaims all intention to 
provide a comprehensive review of t! 
factors responsible for department store 
difficulties. He concentrates on 
one factor understandably most signifi- 
cant to a man whose career was con 
cerned chiefly with fashion merchand! 
Whether the changes he describes 
clearly and vividly deserve the rank 
among the factors which he accords 
them may be questioned, but that the: 
have been of genuine significance 
certainly not debatable. 


Books Dealing with Special T ofics 


In Group Selling by 100,000 Retailer 
Gordon C. Corbaley has _presentec 


tailers (New York, American Institute 
Distribution, Inc., 1936). 196 pp. $3.75. 
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has come to be a prime source of 
ition on a particular type of 


enterprise, namely, voluntary 
ind retailer cooperatives in the 
‘eld. Based on continuing studies 
staff on the American Institute 
Distribution, supplemented by 
research through question- 
to voluntary and cooperative 
ps in the months preceding the 
of the book, the volume is a 


u 


ff information. 
) publications are concerned with 
‘ntroversy over retail chains. The 
Chain Stores and Legislation,. com- 
{ and edited by Daniel Bloomfield, 
lection of articles on such topics 
n store taxes, mortality of retail 
chain stores and independent 
supermarkets, voluntary chains, 
s and the farmer, chains and mo- 
y, the courts and chain stores, the 
nson-Patman Act, and the Patman 
One of a series, each devoted to a 
icular topic and published under 
title The Reference Shelf, the book 
capably its announced purpose 
viding material for debates, study, 


l 


the like. 

(he major original contribution of 
Chain Store Problem,’ by Beckman 
Nolen, is a full and comprehensive 
rt on a survey conducted by one of 
iuthors in 1935 in the state of 
la on chain store prices and on the 
ic’s attitude toward chain stores. 
tully planned and executed, based 
ibstantial sample, and thoroughly 

ked and edited, the survey repre- 
1 genuine and substantial con- 

n to the material available on 
ibject. The rest of the book pre- 


Bloomfield, Chain Stores and Legislation (New 
W. Wilson Company, 1939). 475 pp. 


N. Beckman and Herman C. Nolen, 
tore Problem (New York, McGraw-Hill 





sents few ideas in the controversy over 
the chain store system which are new; 
this fact is perhaps not surprising in view 
of the extent to which the subject has 
been debated. The authors organize 
their material well and present a com- 
prehensive statement. In the discussion 
of the operating advantages of chains 
the authors apparently do not fully 
perceive or accept the great importance 
of the integration of wholesale and retail 
functions in lowering the costs of per- 
forming the wholesale function. 

One chapter dealing with ‘Chain 
Store Costs and Profits’? seems unfortu- 
nate. For example, the authors lament 
the lack of data on costs analyzed by 
size of chain and write: ‘‘To illustrate, 
the data published on chain stores by 
the Harvard Bureau of Business Re- 
search are analyzed by size of chain 
based on sales volume rather than the 
number of stores in the organization.” 
A check of the 15 bulletins dealing with 
chain stores published by the Bureau 
reveals that in every instance results 
have been analyzed by size of chain 
based on the number of stores. 

An exceptionally useful volume on a 
particular narrow phase of retail store 
operation is Retail Credit Fundamentals 
by Phelps.* Adopted as the official 
textbook of the National Retail Credit 
Association, the volume has been care- 
fully scrutinized by a_ considerable 
number of retail credit executives, and 
has been built on the long-continuing 
studies of Professor Phelps in this 
particular area. The book is carefully 
organized along the lines of the prime 
functions involved in retail credit. In 
the first section entitled ‘Securing 


Book Company, Inc., 1938). 358 pp. $3.50 

8 Clyde William Phelps, Retail Credit Fundamentals 
(St. Louis, National Retail Credit Association, 
1938). 336 pp. $4.00. 
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New Business” a detailed and balanced 
discussion is given of obtaining applica- 
tions for accounts, interviewing the 
applicant, investigating and analyzing 
the risk, and accepting and checking 
applications. The second section, ‘‘Con- 
trolling the Account,” deals with author- 
ization of credit purchases, sales 
promotion to active accounts, and reviv- 
ing inactive accounts. The final section 
on “Collecting” takes up in detail all 
collection tools and methods. 
Altogether different in character and 
viewpoint is the study of retail trade 
during the NRA period, entitled Con- 
trolling Retailers, by Ruth Prince Mack.?® 
Mrs. Mack’s objective in studying the 
development, administration, and re- 
sults of the NRA General Retail Code 
was “‘to view the actual behavior of 
businessmen in order to learn what 
assumptions could properly be made 
concerning their economic nature and, 
conversely, to see the full implications of 
these assumptions when reflected in a 
pattern of action.’ As sources for her 
material, Mrs. Mack combined employ- 
ment on the staff of the New York Retail 
Code Authority with what was obvi- 
ously a tremendous amount of individual 
investigation. The result is a substantial 
volume of 550 pages, carefully docu- 
mented and closely reasoned. ‘The con- 
clusion with respect to the specific NRA 
experiment that “‘the operation of the 
Retail Code, in the setting in which it 
was placed, did not substantially further 
the public interest” is not startling and 
coincides with the judgment of many 
observers working perhaps with less 
detailed materials. The conclusion on 
the broader question embodied in Mrs. 
Mack’s stated objective will not prove 


® Ruth Prince Mack, Controlling Retailers (New 


York, Columbia University Press, 1936). 551 pp. 
$4.50. 
10 Michigan Business Studies, Vol. IX, No. 1, 
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satisfying to seekers of the novel and 
revolutionary. She writes: 


Behavior in relation to NRA was typically 
predicated on self-interest; it was based on a 
judgment as to the direction of business 
advantage. Moreover the conception of 
self-interest was narrow; it was not extended 
in either the time or space dimension 
businessmen were more concerned with 
advantage in two months than in two or ter 
years; there was little extension of the idea of 
‘self’ to include other members of the trade 
and none to include all businessmen. 


This conclusion leads Mrs. Mack to a 
scrutiny of the types of pressures which 
may be brought to bear in lieu of 
voluntary cooperation, which scrutiny 
in turn ends with the final conclusion 
that “legislation of the NRA variety 
deals largely with a category of eco- 
nomic phenomena which either cannot 
be controlled at all or controlled only 
an excessive price.” 

Obviously many proponents of con- 
trol will challenge Mrs. Mack’s concept 
of what constitutes an excessive pric 
Moreover, the brief period during which 
the NRA was in operation may b 
advanced in extenuation of its shy 
comings. Nevertheless, Mrs. Mack has 
marshalled an imposing, and to this 
reviewer a convincing, array of evidence 
in support of her position. 

In the monograph entitled 7he Pro! 
lem of Retail Site Selection, 
Ratcliffe reports on two related pieces 
of research.’® In the first piece ol re- 
search, a tabulation of the frequency 
appearance of different types of reta! 
stores within the same block was made 
from the street guide sections of direc- 
tories and from occupancy maps !0! 
24 cities. The data were analyzed 


rt- 


Professor 


The Problem of Retail Site Selection by Richard | 
Ratcliffe (Ann Arbor, Bureau of Business Resea! 
University of Michigan, 1939). 96 pp. $1.00 
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is ways to determine the typical 
relationship of one type of 
store to certain other selected 
s, The second piece of research was 
vey of the current methods and 
tices of various types of chains in 
lecting sites for their stores. 
One of the original objectives of the 
was “to evolve general formulae 
h might be useful in the testing of 
for particular retail uses,’ but this 
too ambitious a goal at an early 
The more limited objective of a 
contribution toward a “clarification of 
- causative factors which have given 
m to the retail structure in our cities” 
ubtedly is achieved although it 
the form primarily of a statistical 
ntitative confirmation of tendencies 
relationships long generally familiar 
t students of retailing. 


Many of the textbooks published 


during the period have been written 
eet the needs of particular groups of 

ts not able to use effectively the 

ind more detailed texts. Two 
revised editions of texts well known and 
| accepted should be noted. The 
Buyer's Manual,'! handbook of the Mer- 
indising Division of the National 
Retail Dry Goods Association, has been 
‘d from the previous edition of 
and expanded to include a number 
( iditional chapters. Retail Store Opera- 
by Nystrom has appeared in a 
revised and enlarged edition. 


National Retail Dry Goods Association, Mer- 

The Buyer's Manual (rev. ed., 
Che Association, 1937). 372 pp. $3.50. 

ul H. Nystrom, Retail Store Operation (4th rev. 

v York, The Ronald Press Company, 1937). 


>4 


Division, 


ris A. Brisco and John W. Wingate, Buying 
ui Stores (New York, Prentice-Hall, Inc., 
l pp. $5.50 


A. Brisco and John W. Wingate, Elements 





Both these standard works have been 
made more useful to the student of 
retailing. 

Finally, an ambitious program of the 
faculty of the New York University 
School of Retailing very largely has 
come to fruition during the period. The 
program envisaged a textbook devoted 
to each of the major groups of functions 
of retailing. Accordingly, there have 
appeared Buying for Retail Stores by 
Brisco and Wingate,!* Elements of Retail 
Merchandising by Brisco and Wingate,'4 
Retail Store Organization and Management 
by Robinson and Brisco,’® and Retail 
Advertising and Sales Promotion by Edwards 
and Howard.'® Taken together these 
volumes provide a detailed and com- 
prehensive description of most of the 
functions involved in retailing and of the 
methods actually in use in the per- 
formance of those functions. 

The last book mentioned, Retail 
Advertising and Sales Promotion, has al- 
ready been reviewed in this publica- 


tion.!7 Buying for Retail Stores and 
Elements of Retail Merchandising are 


designed as companion volumes. ‘The 
reviewer must confess to some confusion 
as to the plan of division of topics 
between the two volumes, and to some 
doubt as to whether the titles are 
entirely descriptive of the contents. In 
the opening chapter of Elements of 
Retail Merchandising, the authors state 
that ‘“‘the performance of the buying, 
selling, and merchandise control func- 
tions is often called merchandising. 


of Retail Merchandising (New York, Prentice-Hall, 
Inc., 1938). 491 pp. $4.00. 

18 Q, Preston Robinson and Norris B. Brisco, Retail 
Store Organization and Management (New York, 
Prentice-Hall, Inc., 1938). 585 pp. $4.00. 

16 Charles M. Edwards and William H. Howard, 
Retail Advertising and Sales Promotion (New York, 
Prentice-Hall, Inc., 1936). 786 pp. $5.50. 


17 See XVI HARVARD BUSINESS REVIEW 2, Winter, 1938, 
p. 247. 








132 Harvard Business Review 


In a narrow sense the term merchandis- 
ing is limited to the control function 
and may be defined as the adjustment 
of merchandise produced or offered for 
sale to customer demand.” Although not 
so stated explicitly, the more limited 
definition is apparently the one fol- 
lowed as is revealed by the topics dis- 
cussed. A number of the topics are 
relatively far removed from the mer- 
chandising functions as generally under- 
stood and defined although they 
undoubtedly are of interest and prac- 
tical importance to buyers and mer- 
chandise managers. 

Merchandise planning is also dis- 
cussed in Buying for Retail Stores, but 
the remaining topics are distinctly 
different from those in Elements of 
Retail Merchandising. Particularly useful 
chapters include those on Leading 
Wholesale Markets, Market Representa- 
tion and Resident Buying, Cooperative 
and Central Buying, Foreign Buying, 
Terms and Discounts, and Legal Aspects 
of Ordering. 

In the case of each book the comment 
is justified that there is heavy emphasis 
on descriptions of procedure and tech- 
nique, tempered by some appraisal. ‘Too 
frequently the appraisal takes the form 
of a listing of pros and cons with no 
indication of the relative importance 
of the several advantages and disad- 
vantages in the minds of the authors. 
These volumes nevertheless are clearly 
destined to become standard references 
for students of retailing. 

Retail Store Organization and Management 
clearly falls into two parts. De- 
signed primarily to discuss those func- 
tions which typically come under the 
store manager or superintendent in a 


large department store (physical opera. 
tion, upkeep, and maintenance: 
employment and administration of per. 
sonnel; physical handling and care of 
merchandise, supplies, and equipment 
supervision of service; control of ey. 
penses; and the like), the first five 
chapters are devoted to the topic 
the proper organization of the map. 
agerial staff of department stores. Using 
much the same reasoning as that {ol- 
lowed by the authors of Next Sie 
Forward in Retailing, Robinson ar 
Brisco arrive at a considerably differen 
solution. According to their plan onl 
three coordinate line officers would 
exist—a director of merchandising, 
director of sales promotion, and 
director of store operation. Thus contro! 
of personal selling would be vested in the 
same individual who is in charge 
publicity. Such functionaries as the 
controller and such functions as em- 
ployment, training and welfare, and 
research and planning would be in 
staff rather than in a line capacity. 

The balance of the book is devoted t 
Store Location and Layout, Store 
Expenses, The Payroll Budget, Retail 
Personnel Management, Wage Payment 
Methods, Store Receiving Procedure, 
The Physical Handling of Sales, Pack- 
ing and Wrapping, Retail Packag 
Delivery, Handling Customer Com- 
plaints, Handling Mail and Telephone 
Orders, Retail Store Protection, ana 
Store Maintenance. Inspection of this 
list will reveal that there is some duplica- 
tion of topics discussed in other volume 
of the group; but the viewpoint 1s fre- 
quently slightly different. Much use 
the volume for reference purposes un- 
doubtedly will be made. 
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